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ABSTRACT
KARA KENNEDY: Topics in Accountancy
(Under the direction of Dr. Victoria Dickinson)
For my thesis, I conducted a thorough analysis of the accounting field and
profession through the lens of historical case study examples. In a classroom
environment, I researched and debated case topics together with fellow accountancy
students under the guidance of our thesis advisor, Dr. Dickinson. Case topics included
analysis of broader areas, such as the current conceptual accounting framework or the
analysis of accounting careers, along with analysis of more specific areas, such as the sale
of debt securities or the appropriate capitalization of costs. Most cases required the
evaluation of relevant financial statements in order to gain valuable information with
which to form appropriate conclusions.
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PREFACE
Throughout my year-long research in the field of accountancy, I gained
knowledge in several key areas. First, I learned how to appropriately evaluate the
financial statements of a company. Many cases provided detailed financial statements
that captured important trends in a company’s data. By analyzing the information through
various means such as ratios or the creation of common-size statements, I could then
answer the questions posed in the case.
In order to analyze this numerical information, I used Excel for my calculations
and preparations of statements. As any post-college accounting job will certainly require
a thorough knowledge of Excel, learning how to use Excel now, during my college
career, will certainly help me to adjust more quickly into a professional role after
graduation. As part of financial statement analysis, not only did I learn to evaluate the
numerical information provided in financial statements, but I also learned how to
interpret and evaluate the footnotes to financial statements. Often, footnote disclosure can
provide information that when considered with numerical information can drastically
alter the way a user of the financial statements perceives the company.
Additionally, I learned how to utilize and research accounting publications
relevant to my area of research. For example, a case regarding the proper procedures for
the sale of debt securities required research into several published accounting standards
such as treasury regulations and the Public Company Accounting Oversight Board’s
(PCAOB’s) auditing standards. This helped to familiarize me with existing accounting
v

publications and to learn how to apply them in the real-world scenarios presented through
the case study.
Along the same lines, I learned about the conceptual accounting framework that
currently exists and how this framework applies in day-to-day accounting transactions as
well as in the creation of financial statements. By thoroughly analyzing the current
framework and evaluating potential alternative approaches, I not only understand the root
of the accounting profession better, but I also now have further insight into the “whys” of
the day-to-day required accounting transactions that take place in the corporate world.
Next, I learned about key issues that may arise within my first few years as an
accounting professional, such as dealing with changes in career aspirations or family
situations. By carefully evaluating the post-college transition into the accounting
profession, I was able to troubleshoot through several different scenarios in order to
increase both my critical thinking skills and my knowledge of post-college reality,
leaving me informed and ready to pursue my career.
Lastly, by working in a classroom environment over the past year, I gained the
incredible experience of working with other individuals in my field of study. Clearly, this
helped to strengthen both my teamwork and communication skills. By discussing the
cases with one another, we all gained valuable insight from each other’s opinions and
views and then learned how to use that new insight and perspective to more critically
evaluate and view our own work going forward. Working on teams required learning how
to effectively communicate my ideas and knowledge to others, and then listen actively in
order to understand the information that my teammates conveyed to the group.
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Obviously, all the knowledge that I have gained throughout this experience will
benefit me in my future career. With my increased knowledge of financial statements, I
will feel more comfortable when I am presented with similar information in a job setting,
as I will know how to approach the information I am given. My increased knowledge in
Excel will help set a strong foundation for the technical knowledge that accounting now
requires. With data analytics tools becoming more prevalent in not only accounting but in
the corporate world as a whole, companies expect new employees to solidly grasp the
basics of operating technical tools. I will now be able to bring my knowledge of Excel
into the workplace as a foundation for learning more extensive skills.
The critical thinking and research skills that I have gained throughout my research
will certainly benefit me in the workplace. In a public accounting firm, research and
critical thinking are clearly needed in order for one to stay informed and knowledgeable
about the current economic environment and how that can affect both an accounting firm
and the firm’s clients.
Lastly, the teamwork and communication skills that I gained while working in a
classroom alongside my peers will undoubtedly assist me in the workplace. In the world
of public accounting, relationships with not only with fellow co-workers but also with
clients are of the utmost importance. Learning how to clearly communicate, listen, and
work with others throughout the thesis process provided me with strengths that will help
me to become an effective accountant.
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CASE STUDY ONE: DATA ANALYTICS
Alteryx

1

INTRODUCTION
With the increase of technology over the past several years, companies have been
able to track and then record greater and greater amounts of data. Now that companies
can easily access this data, they are working to find ways to interpret the data into useful
information that can assist them in making decisions regarding the company’s future.
Because large companies create massive amounts of data each day, existing datamanagement systems can no longer handle the complete interpretation of all points of
data. To fill this void, several different data analysis programs have recently entered the
market. Popular data analytics tools include Microsoft Power BI, Alteryx, and Tableau,
along with many others. This case study analyzes the uses and purposes of the data
analytics tool Alteryx. Specifically, the case study covers the advantages and
disadvantages of the use of Alteryx in the business workplace, with special attention paid
to the benefits of Alteryx in the accounting field. While companies may use data
analytics on their own for their personal use, public accounting companies also use these
tools to be able to provide their clients with cutting-edge, comprehensive analysis and
information. Data analytics can be used in both auditing and in tax, as each field clearly
deals with many different types of data. As the amount of recorded data for companies
has skyrocketed over the past several years, corporations and firms who do not consider a
data analytics tool such as Alteryx will quickly find themselves lacking the expertise to
complete tasks efficiently. Data analytics tools not only allow users to find the value and
meaning of data, but they allow users to save time in their analysis. By implementing the
use of data analytics into day-to-day operations, companies will be able to continue to
work towards achieving a competitive advantage in the market.
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1. PURPOSE AND USES OF ALTERYX
Alteryx’s platform allows users to readily combine data from various formats and
sources into one interface which can then be easily accessed from several locations. This
allows users who often need to combine several different types of data to do so quickly
and efficiently. Alteryx also does not require users to know coding, so this simplifies the
time needed for analysis and allows for a wide variety of users to access and use the
platform. Each of Alteryx’s four main products, Alteryx Connect, Alteryx Designer,
Alteryx Server, and Alteryx Promote provide users with a large variety of accessible
services.
Alteryx Connect primarily focuses on creating a space where users can interact,
rate, and comment on data, data sources, and data reports. This provides an easy space for
team collaborations. The second platform, Alteryx Designer, preps and blends data from
several different sources and then offers predictive analysis through different forms such
as graphs, charts, reports, and maps. Alteryx Server gives users a place to store and share
data with others. Lastly, Alteryx Promote focuses solely on the building, storing, and
modeling of different predictive data models.
2. SPECIFIC USES OF ALTERYX
a. Alteryx for Auditing
Alteryx’s main feature combines data from various sources into one main
interface. This not only helps auditors to quickly combine and synthesize data from
different formats, thereby ensuring vital information is not missed, but it also creates a
space where a company’s records can be easily combined. This helps auditors working
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with large companies in multiple locations to easily combine data such as sales reports
and payroll records from several different offices for one-place analysis.
Alteryx’s focus on predictive analysis gives auditors the resources and tools they
need to perform analyses that can show the impact of past or current policies and
decisions on future statements. With the ability to create their own predictive models,
auditors can use Alteryx to isolate how previous changes and decisions, such as new
inventory costing methods or new sales practices, have led to a corporation’s current
financial standing.
Viewing the comparability of a company’s accounts throughout the years can also
be done through Alteryx. Auditors can easily combine a company’s financial records
from over the years to run analyses that would help to spot trends and inconsistencies in a
corporation’s data. For example, auditors could use Alteryx to build a model that would
trace changes in a specific account over time, such as tracing accounts receivable to view
what percentage of collections have been successful over the years. This feature of
Alteryx would also work well in tracking the trends and inconsistencies in the data of
close competitors.
b. Alteryx for Tax Planning
During tax planning, Alteryx’s build-your-own predictive models help users to
easily assess the impacts of tax laws and regulations across a company. Because of the
ability to build and change models, Alteryx would allow tax planners to run various
predictions. For example, planners could create Alteryx models to determine how varying
levels of net income or sales would affect the company’s tax liability.
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In the same way, Alteryx would also allow tax planners to run analyses on how
potential changes in tax law could affect a company’s net income, sales, and overall
profitability. By building a model in Alteryx and then slightly varying that model, tax
planners can view which changes in tax law would impact the company negatively, and
which changes in tax law would impact the company positively.
Additionally, Alteryx can help tax planners show companies how expansions or
changes in product lines would affect the company’s tax liability. Tax planners can build
different models for a company’s different decision options. Based off data the Alteryx
model would provide, planners can show the company which decision would benefit the
company the most. This flexibility of Alteryx would also work well in allowing users to
build models based off the tax laws and regulations from other countries, opening the
door for tax planners to assist multi-national corporations through decision-making
processes.
3. WHY TO INVEST IN ALTERYX
Alteryx can significantly reduce the amount of time needed for coordination with
team members. Alteryx allows team members with a variety of abilities to access the
program easily since coding is not required to operate Alteryx. With features that let
users combine data from different sources, Alteryx reduces the time needed to convert
and combine data into one place. By allowing for a more integrated team dynamic, the
use of Alteryx would ensure that each team member stays up to date on current analysis.
Not only would Alteryx help with the coordination of team members, but it also
provides flexibility within a job for building several types of predictive models quickly.
This allows a team to analyze several different features of a company in several different
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situations, making sure that a team views all potential outcomes of a scenario before
recommending a final course of action. Clearly, Alteryx would be a beneficial tool for the
accounting workplace.
CONCLUSION
Without a doubt, Alteryx can greatly simplify the lives of many professionals,
especially those within the accounting field. Effective collaboration between
professionals allows them to complete their jobs efficiently and provide their clients with
a strong, quality product. With Alteryx’s user-friendly platform, professionals of all
levels of technical skills and abilities can access the interface and easily upload and view
information. Also, Alteryx’s ability to integrate information from many different sources
and formats helps to save valuable time and allows teams to stay on-track with
approaching deadlines and avoid last-minute time crunches. Clearly, firms who wish to
remain competitive in the workforce need to adopt data analytics tools in order to achieve
insights that would not otherwise be possible.
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CASE STUDY TWO: FINANCIAL STATEMENT ANALYSIS
Rocky Mountain Chocolate Co.

7

INTRODUCTION
This case study focuses on the preparation of financial statements using Excel.
Using Excel, I prepared journal entries, adjusting journal entries, and closing journal
entries. I then created an Income Statement and Balance Sheet. Throughout the case
study, I explored the connections between the journal and the financial statements
themselves, and I also learned several important formatting and formula features in
Excel. Before working on the case, I expected Rocky Mountain Chocolate's main balance
sheet accounts to be Inventory, Equipment, Notes Payable, and Accounts Payable. Based
on the journal entries made during parts b and c of the case, I expect that Rocky
Mountain Chocolate will need to make adjusting entries for Accrued Wages,
Accumulated Depreciation, and Accrued Interest.

8

Dr.

Cr.

Dr.

Table 2-1. Rocky Mountain Journal Entries
Beginning Balance 1. Purchase Inventory
$
1,253,947.00
$
4,229,733.00
$
$
4,064,611.00 $
7,500,000.00
$
369,197.00
$
224,378.00
$
5,253,598.00
$
124,452.00
$
1,046,944.00
$
183,135.00
$
91,057.00
$
1,074,643.00 $
7,500,000.00
$
423,789.00
$
531,941.00
$
598,986.00
$
142,000.00
$
827,700.00
$
179,696.00
$
7,311,280.00
$
5,751,017.00
$
$
$
$
$
$
$
$
$
$
$
$
-

Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E
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Table 2-2. Rocky Mountain Journal Part 2

Dr.

Cr.

Dr.

2. Incur Factory Wages
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

$

6,000,000.00

$

6,000,000.00

$

10
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Table 2-3. Rocky Mountain Journal Part 3
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

3. Sell inventory for cash and on account
$
17,000,000.00
$
5,000,000.00
$

(14,000,000.00)

$

22,000,000.00

$

14,000,000.00

$
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Table 2-4. Rocky Mountain Journal Part 4
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

4.Pay for inventory 5. Collect Receivables
$ (8,200,000.00) $
4,100,000.00
$
(4,100,000.00)

$

$
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(8,200,000.00)

-

$

-
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Table 2-5. Rocky Mountain Journal Part 5
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

6. Incur SG&A (cash and payable)
$
(2,000,000.00)

$

3,300,000.00

$
$
$

1,505,431.00
2,044,569.00
1,750,000.00

$
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Table 2-6. Rocky Mountain Journal Part 6
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

7. Pay Wages
8. Receive franchise fee
$ (6,423,789.00) $
125,000.00

$ (6,423,789.00)

$

$

14

-

$

125,000.00

-
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Cr.

Dr.

Table 2-7. Rocky Mountain Journal Part 7
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

9. Purchase PPE 10. Dividends declared and paid
$ (498,832.00) $
(2,403,458.00)

$

498,832.00

$

$

$

15

-

$

3,709.00

(2,407,167.00)

-

Dr.

Cr.

Dr.

Table 2-8. Rocky Mountain Journal Part 8
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

11. All other transactions
$
790,224.00
$
(702,207.00)
$
91,059.00
$
(66,328.00)
$
92,052.00
$
(4,215.00)
$
132,859.00
$
139,198.00
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$
$
$

(73,110.00)
(3,007.00)
503,189.00

$
$
$
$
$
$

(2,885,413.00)
(1.00)
(46,062.00)
66,729.00
1,112.00
315,322.00

$
$
$
$

944,017.00
5,492,531.00
693,786.00
1,499,477.00

$

(261,622.00)

$
$
$

(27,210.00)
2,090,468.00
-

Unadjusted Trial Balance
$
3,743,092.00
$
4,427,526.00
$
91,059.00
$
3,498,283.00
$
461,249.00
$
220,163.00
$
5,885,289.00
$
263,650.00
$
1,046,944.00
$
110,025.00
$
88,050.00
$
877,832.00
$
$
946,528.00
$
602,694.00
$
220,938.00
$
894,429.00
$
180,808.00
$
7,626,602.00
$
3,343,850.00
$
22,944,017.00
$
5,492,531.00
$
14,693,786.00
$
1,499,477.00
$
1,505,431.00
$
1,782,947.00
$
1,750,000.00
$
$
(27,210.00)
$
2,090,468.00
$
-

Table 2-9. Rocky Mountain Journal Part 9

Dr.

Cr.

Dr.

12. Adjust for inventory count
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

$

$

$

17

13. Record depreciation

(216,836.00)

$

(698,580.00)

$

698,580.00

216,836.00

-

$

-

Table 2-10. Rocky Mountain Journal Part 10

Dr.

Cr.

Dr.

14. Wage Accrual 15. Consultant's report
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

$

646,156.00

$
$

639,200.00
6,956.00

$
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-

$

-

Dr.

Cr.

Dr.

Table 2-11. Rocky Mountain Journal Part 11
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

Pre-closing trial balance
$
3,743,092.00
$
4,427,526.00
$
91,059.00
$
3,281,447.00
$
461,249.00
$
220,163.00
$
5,186,709.00
$
263,650.00
$
1,046,944.00
$
110,025.00
$
88,050.00
$
877,832.00
$
646,156.00
$
946,528.00
$
602,694.00
$
220,938.00
$
894,429.00
$
180,808.00
$
7,626,602.00
$
3,343,850.00
$
22,944,017.00
$
5,492,531.00
$
14,910,622.00
$
1,499,477.00
$
1,505,431.00
$
2,422,147.00
$
1,756,956.00
$
698,580.00
$
(27,210.00)
$
2,090,468.00
$
-
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16. Closing entry

$
$
$
$
$
$
$
$
$
$
$
$

3,580,077.00
(22,944,017.00)
(5,492,531.00)
(14,910,622.00)
(1,499,477.00)
(1,505,431.00)
(2,422,147.00)
(1,756,956.00)
(698,580.00)
27,210.00
(2,090,468.00)
-

Dr.

Cr.

Dr.

Table 2-12. Rocky Mountain Journal Part 12
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

Post-closing (ending) balance
$
3,743,092.00
$
4,427,526.00
$
91,059.00
$
3,281,447.00
$
461,249.00
$
220,163.00
$
5,186,709.00
$
263,650.00
$
1,046,944.00
$
110,025.00
$
88,050.00
$
877,832.00
$
646,156.00
$
946,528.00
$
602,694.00
$
220,938.00
$
894,429.00
$
180,808.00
$
7,626,602.00
$
6,923,927.00
$
$
$
$
$
$
$
$
$
$
$
-
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Dr.

Cr.

Dr.

Table 2-13. Rocky Mountain Journal Part 13
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Property and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred Income Taxes
Common Stock
Additional paid-in-capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and Amortization
Interest Income
Income Tax Expense
A = L + OE + R - E

Actual February 28, 2010 F/S figures
$
3,743,092.00
$
4,427,526.00
$
91,059.00
$
3,281,447.00
$
461,249.00
$
220,163.00
$
5,186,709.00
$
263,650.00
$
1,046,944.00
$
110,025.00
$
88,050.00
$
877,832.00
$
646,156.00
$
946,528.00
$
602,694.00
$
220,938.00
$
894,429.00
$
180,808.00
$
7,626,602.00
$
6,923,927.00
$
22,944,017.00
$
5,492,531.00
$
14,910,622.00
$
1,499,477.00
$
1,505,431.00
$
2,422,147.00
$
1,756,956.00
$
698,580.00
$
(27,210.00)
$
2,090,468.00
$
-

21

Table 2-14. Rocky Mountain Income Statement
Rocky Mountain Chocolate Co
Income Statement
For the Year Ended February 28, 2010
Revenues:
Sales
Franchise and royalty fees
Total Revenues:
Costs and Expenses:
Cost of Sales
Franchise costs
Sales and Marketing
General and Administrative
Retail Operating
Depreciation and
Amortization
Total Costs and Expenses:
Operating Income
Other Income (Expense)
Interest Income
Other, net
Income Before Income
Taxes
Income Tax Expense
Net Income

$ 22,944,017.00
$ 5,492,531.00
$ 28,436,548.00
$ 14,910,622.00
$ 1,499,477.00
$ 1,505,431.00
$ 2,422,147.00
$ 1,756,956.00
$

698,580.00
$ 22,793,213.00
$ 5,643,335.00

$
$

$

(27,210.00)
(27,210.00)

2,090,468.00
$
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3,580,077.00

Table 2-15. Rocky Mountain Balance Sheet
Rocky Mountain Chocolate Co
Balance Sheet
As of February 28, 2010
Assets
Current Assets
Cash and cash equivalents
Accounts Receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Total Current Assets
Property and Equipment, Net
Other Assets
Notes receivable, less current
portion
Goodwill, net
Intangible assets, net
Other
Total Other Assets
Total Assets
Liabilities and Stockholder's
Equity
Current Liabilities
Accounts Payable
Accrued Salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Total Current Liabilities
Deferred Income Taxes
Commitments and Contingencies
Stockholder's Equity
Common Stock
Additional paid-in-capital
Retained Earnings
Total Stockholder's Equity
Total Liabilities and Stockholder's
Equity

$ 3,743,092.00
$ 4,427,526.00
$
91,059.00
$ 3,281,447.00
$
461,249.00
$
220,163.00
$ 12,224,536.00
$ 5,186,709.00

$
263,650.00
$ 1,046,944.00
$
110,025.00
$
88,050.00
$ 1,508,669.00
$ 18,919,914.00

$
$
$
$
$
$
$

877,832.00
646,156.00
946,528.00
602,694.00
220,938.00
3,294,148.00
894,429.00

$
180,808.00
$ 7,626,602.00
$ 6,923,927.00
$ 14,731,337.00
$ 18,919,914.00
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Table 2-16. Rocky Mountain Cash Flows Analysis
Rocky Mountain Chocolate Co
Cash Flows Questions Analysis
For the period February 28, 2009 to February 28, 2010
1. Purchase of inventory on account: Operating
2. Incurring wages: Operating
3. Sale of inventory: Operating
4. Payment on Accounts Payable: Operating
5. Collection on Accounts Receivable: Operating
6. Expenses incurred for the period: Operating
7. Payment of Accrued Wages: Operating
8. Deferred Income: Operating
9. Purchase of property and equipment: Investing
10. Dividends declared: Financing
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CASE STUDY THREE: ACCOUNTING CAREERS AND THE KEYS TO SUCCESS

Starting Life in the Corporate World

25

INTRODUCTION
For many, the pressure to choose a career starts at a young age. Throughout high
school and even into the first year of college, students face several options for their
future. Most students do not have much real-world experience in any career field, so
deciding which career to pursue can be a daunting decision. During our recent thesis
class, we discussed and debated the advantages of a career in accounting, and we also
considered the keys that would lead to success in the accounting field. This gave us the
opportunity to reflect on the career path that we have chosen and brainstorm with others
the ways to make the most out of our choice. Particularly, we delved into three scenarios
that encouraged us to think outside of the box and wrestle with both our personal ideals
and our visions of the future. The first scenario pushed us to consider the different
professional paths available in the accounting field that exist after graduation. We
discussed how to conduct ourselves in a professional manner no matter which option we
end up selecting. For the second scenario, we considered an accounting degree’s
usefulness for transitioning into related career fields and how this allows us nearly
unlimited choices for our future. Lastly, we discussed the acceptance of an accounting
internship and the ways in which we should communicate with the firms throughout the
entire internship process. At the end of our discussion, we realized the solution to each
scenario centered around hard work, integrity, and clear communication. By considering
these three key principles as we continue throughout our college career and beyond into
the professional world, we will help to ensure that our endeavors reflect well on both
ourselves and our school of study.
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1. SCENARIO ONE
During the first part of our class, we debated the advantages and disadvantages of
earning an undergraduate accounting degree and then transitioning into law school.
About half of the students in the class agreed that this would be a smart career choice,
while the other half disagreed. Those who agreed argued that the payoff of earning a law
degree would be great, while those opposed argued that the costs of law school would
offset any payoff. However, this argument eventually settled when we realized that the
salaries in both fields would eventually equalize after a few years in the workforce.
As we continued the discussion, we considered whether a student who wished to
attend law school should accept an undergraduate internship with an accounting firm.
Those for accepting an internship argued that students should make the most of every
opportunity presented to them. Those against accepting the internship argued that the
acceptance could mislead accounting firms about the future intentions of a student.
Additionally, those against accepting an internship also argued that by accepting an
interning position, a future law student would take away an opportunity for another
fellow student who hopes to enter the work force immediately following graduation. As
we discussed this issue, we realized that both respect and integrity for ourselves and for
the accounting firms would require that students should disclose their law school
intentions as they interview for an accounting internship position.
2. SCENARIO TWO
As our class progressed, we moved on to discuss the benefits of attaining an
accounting degree rather than a degree in a related field such as general business or
finance. Nearly all the students in the class believed that an accounting degree would
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prove most useful in future careers. Throughout our discussion on this matter, we realized
several key factors that contribute to the successfulness of an accounting degree. Firstly,
an accounting degree provides students with specific technical knowledge not learned
under other related degrees. By learning to understand the numerical side of a business
environment, as offered through accounting, students can understand most business
operations, setting them at an advantage in the business world. Additionally, an
accounting degree can place students in contact with accounting firms, many of which
offer paths and contacts into related areas of business, such as investment banking.
Lastly, the start-off experience of working with an accounting firm in public accounting
gives students incredible experience in the business world that would be hard to earn with
another degree.
While this may seem like overwhelming evidence for choosing an accounting
degree over a degree from a related field, we also considered the impacts of a student
taking an accounting internship, even if all along the student would prefer to work in
another industry after graduation. Once again, we concluded that honesty in the
internship interviewing process would not only show the proper respect for the efforts of
recruiting firms, but it would also place students in the best position to pursue their future
career goals.
4. SCENARIO THREE
As we continued towards the end of our class, we finally discussed the
acceptances of internships themselves and the effects of a student not accepting a fulltime offer from the office from where he or she interned. To begin, we examined an
accounting internship itself. We considered the costs and efforts that firms devote to
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recruit students, and we also considered the fact that many accounting undergraduate
students do not receive internships while still in school. Because of the great investment
of firms in recruiting students, we concluded that students should view internships very
seriously, and they should be willing and able to commit to the firm at which they intern
should an offer arise. However, we did also realize that certain circumstances may cause
a student to be unable to fulfill a commitment (e.g. the death or illness of a close family
member). In that case, we decided that students should immediately begin to
communicate with the firm as soon as a conflict such as this arises. This shows proper
respect for the firm and the firm’s efforts and allows a student to move forward with their
future as soon as possible.
CONCLUSION
Overall, our discussions in class helped me to better understand the importance of
the degree that I am earning and the work environment that I will be entering. Not only
did our discussions challenge me to think critically about each scenario, but they also
forced me to think about what decisions I am currently making and will soon be making
regarding my future career. I realized that the best solution to each scenario centered
around honesty and transparency. Not only does honesty reflect well on an individual, but
it also reflects well on the school where the individual studies. On top of this, honesty and
transparency with future employers helps to create an environment of respect in the
workplace. By communicating well with those around us and working hard with
integrity, I believe that students such as myself can help to better our chances for success
in the corporate world.

29

CASE STUDY FOUR: ACCOUNTING FOR DEBT SECURITIES SALES AND
IMPAIRMENTS
Generic Bank

30

INTRODUCTION
For our fourth case study, we discussed a scenario regarding a bank’s sale of
securities. As we began the case, we first learned about the general setup of a bank’s
financial statements, particularly regarding a bank’s balance sheet. I learned how a bank
typically maintains very low amounts of equity and very high amounts of assets and
liabilities. During class, we covered how banks must carefully maintain specific ratios of
equity to assets to stay in business, as mandated by government regulations. Banks also
must pay careful attention to their cash (liquidity), as they earn most of their money on
interest payments, which may not always be enough for the bank’s needs. In this case,
one of a bank’s options is turning to the sale of securities in order to generate extra cash.
As we began the case, we covered three types of securities: trading securities,
which are valued at fair value; available-for-sale securities, which are valued at fair
value; and held-to-maturity securities, which are valued at historical cost. This specific
case deals with the sale of available-for-sale (AFS) securities, and the proper accounting
procedure for this. Since AFS securities are accounted for at fair value, the existence of
gains and losses needs to be considered, especially when a sale is made. For this specific
case, we were asked for the proper determination of an impairment loss on the sale of
seven specific securities. While the Accounting Standards Codification (ASC) does lay
out specific rules regarding the recognitions of gains and losses on securities, I learned
that most of the determinations for the actual accounting procedure revolve around
assessing the “intent and ability” of a bank to maintain (not sell) securities until the
securities recover from a loss position. As such, many of my conclusions for this case
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hinge on the determination of intent and how several different parties can interpret that
intent.
1. Does Generic bank have an impairment loss on the seven designated securities in
20x2?
If Generic Bank did indeed sell seven securities in a net loss position shortly after
year end in early 20x3, it should certainly recognize an impairment loss on the securities
for the year 20x2. To recognize impairment on the AFS securities, Generic Bank must
first determine that the decline in the value of its securities is not due to credit losses. As
the case states that we can reasonably assume that Generic Bank’s decline in value is not
due to credit losses, that means that Generic Bank can move on to a second determination
of impairment. The second determination hinges on the bank’s intent and ability to hold
the debt securities. As Generic Bank wishes to sell these securities, that means that the
bank clearly does not intend to hold the securities until the securities recover. Therefore,
Generic Bank can recognize impairment on the sale of securities. This impairment would
be recognized under year 20x2 as the bank knew in 20x2 of their intent to sell the
securities and therefore should recognize the impairment as soon as it determines its
intent. The impairment loss recognized would impact net income.
2. Does Generic bank recognize an impairment loss on securities other than the
seven sold?
Generic Bank should not recognize an impairment loss on securities other than the
seven that it sold. According to ASC 326-30-35-4, the impairment of debt securities
should be assessed on an individual level, and debt securities should not be aggregated
together unless they bear the same Committee on Uniform Security Identification

32

Procedures (CUSIP) number (Ernst and Young 53). Not all of Generic Bank’s securities
bear the same CUSIP number, therefore, Generic Bank needs to evaluate the securities
that it has not sold at an individual level. This leads Generic Bank to return to the
question of intent and ability. As the case states that Generic Bank is well-capitalized,
this shows that Generic Bank has the ability to hold on to the securities. Generic Bank
also asserts that it intends to hold on to the securities, which means that the bank should
not recognize an impairment loss for the remaining securities. However, Generic Bank
will still make a note of its current net loss position under OCI.
3. How would an external auditor or bank regulator make the impairment
determination, and what factors will they consider?
Generic Bank’s external auditor, Heather Herring, will need to evaluate Generic
Bank’s decisions regarding the accounting for the sale of the bank’s securities. As the
case states that Heather Herring would arrive at the conclusion that the loss of the
securities sold is not due to credit loss, this leads Herring to agree that Generic Bank
should recognize an impairment loss when it sells its securities shortly after the beginning
of the year in 20x3.
Next, Herring would need to evaluate whether Generic Bank should recognize an
impairment loss on the securities that it has not sold. Herring cannot expect Generic Bank
to aggregate all of its securities together as all of its securities do not share the same
CUSIP number (Ernst and Young 53). Therefore, Herring would need to individually
evaluate Generic Bank’s intent and ability to hold each of the remaining securities until
their loss had been recovered. While Generic Bank does have the ability to maintain the
securities, as the case states that Generic bank is well capitalized, Herring should view
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the bank’s intent to hold the securities with skepticism. Generic Bank may claim it does
not intend to sell its remaining securities; however, the bank’s sale of securities in early
20x3 places its intent into question. Generic Bank did not need to sell the securities in
early 20x3 to maintain its liquidity—the bank had many other options of raising
additional funds, but arbitrarily chose to sell. Based on the bank’s decision, Herring
cannot reasonably assume that Generic Bank will not change its current intent sometime
in the future. According to the PCAOB on the functions of an auditor on “Evaluating
Conformity of Fair Value Measurements and Disclosures with GAAP,” auditors such as
Herring should “consider management’s past history of carrying out its stated intentions
with respect to assets or liabilities,” as stated in Auditing Standard 2502.17 (PCAOB).
Therefore, Herring is well within her role as an auditor to consider Generic Bank’s
previous sale when determining current intent. Herring should then assume that Generic
Bank does not have the intent to hold on to its remaining securities and should expect
Generic Bank to recognize an impairment loss for the rest of its securities.
Similarly, a bank regulator would agree with Heather Herring’s decisions. The
Office of the Comptroller of Currency in its “Bank Accounting Advisory Series” refers to
the fact that AFS securities must be evaluated on an individual basis to determine an
impairment loss (Office of the Comptroller of Currency 254). It continues to state that a
bank’s intent to sell or not sell securities is the deciding factor in recognizing the
impairment loss, as according to the ASC (255). When bank regulators view the intent of
Generic Bank, they would also question Generic Bank’s intent to maintain securities, and
therefore a bank regulator would also expect Generic Bank to recognize an impairment
loss on the securities.
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4. How would the assessment of an impairment change if the securities had been
sold collectively in a net gain position or if all securities sold were in gain positions?
If the securities sold under question one had been sold collectively at a net gain
position, the principle of lower-of-cost-or-market would be applied. Generic Bank would
sell the securities at their book value. Therefore, an impairment loss would not need to be
recognized. If all Generic Bank’s securities were being held in gain positions, Generic
Bank would not need to recognize an impairment, and would instead recognize the gain
under OCI, as required for securities whose change in value is not due to credit factors.
However, this net gain on the sale of securities would not be recognized under regular net
income.
5. Assume that Generic Bank is adequately capitalized. Does the bank have an
impairment loss on securities other than the seven sold?
If Generic Bank is adequately capitalized and needs to sell the securities to meet
its liquidity needs, this indicates that it does not have the ability to hold (maintain) the
rest of its securities. Therefore, Generic Bank needs to recognize the impairment loss for
the other securities in its position, as required by the ASC (Ernst and Young 52-56).
CONCLUSION
While the ASC does provide very specific guidance on accounting procedures,
certain issues do require individual judgement, as the ASC cannot outline a response for
every possible situation. This requires parties to assert reasonable judgements in these
scenarios. In this particular case, Generic Bank, auditor Heather Herring, and a bank
regulator determine the proper accounting decisions for the bank’s activities. Clearly, the
conclusions of the bank regulator and Herring would require Generic Bank to recognize a
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loss on its securities which would impact the bank’s net income. If Generic Bank wishes
to avoid this, Generic Bank should not sell any of its securities and should turn to the
other resources available (FHLB advances and Fed Funds) to fulfill its liquidity needs.
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CASE STUDY FIVE: CITY SELECTION
Atlanta versus Philadelphia
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INTRODUCTION
For this City Selection Case, our class has been tasked with identifying two cities
in which we wish to start our careers. As accounting juniors at the University of
Mississippi, a well-ranked accounting institution, recruiting for after-graduation jobs
begins during our junior year of school. While the recruiting process presents a very
exciting opportunity, it requires us to know during our junior year where we wish to live
after graduation. At first, choosing a location seems like an easy, exciting choice.
However, after realizing that this location will be home for the first three to five years of
our career, the choice holds significantly more weight for us. This case provides us with
the opportunity to assess two potential locations in which we are interested in living for
three to five years after graduation.
Personally, I believe that I would prefer to live in either Atlanta or Philadelphia
after graduation. In order to better understand the factors that could influence my decision
in selecting a city, I will analyze several important aspects which could impact my
choice. Obvious factors such as climate, transportation, and accommodation clearly play
a role in the selection process. However, less-obvious factors such as the quality of
healthcare services, the cost of trips to visit family at home, and the prominent industries
of the city should all play a role in the selection process as well. As I select a city, I will
also be considering civic, religious, and charitable organizations that I could contribute to
during my time in the city. Similarly, I will consider the types of sport, recreational, and
entertainment activities that both cities offer. By comparing all the factors mentioned
above, I should be able to evenly compare the strengths and weaknesses of each city
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before I make my selection. This will allow me to make an informed decision regarding
the future of my career.
1. Population
In the Atlanta metropolitan area, the population is roughly five million eight
hundred thousand. In the Philadelphia metropolitan area, the population is slightly over
six million. Philadelphia boasts the eighth largest metropolitan area in the United States,
while Atlanta follows immediately with the ninth largest metropolitan area. I enjoy the
busyness of large cities, so both Atlanta and Philadelphia are even in this respect.
2. Climate and seasonal fluctuations
Winters in Atlanta tend to be mild, with highs averaging in the low fifties and
lows in the mid to high thirties. On the other hand, Philadelphia winters average about ten
degrees cooler, with highs in the low forties and lows in the high twenties to low thirties.
Philadelphia also experiences about two feet of snow a year. A snowstorm occasionally
passes through Atlanta, but overall Atlanta does not experience consistent winter
snowfalls. Summers in both locations are the same, with temperatures in the mid to high
eighties. Atlanta experiences slightly warmer falls and springs. I enjoy the changing of
seasons, and both locations would provide me with that. However, I also enjoy longer fall
seasons and snow during winter, so Philadelphia would fit better in this regard.
3. Topography, scenery and geographic or geological features
Atlanta is inland and not situated on any bodies of water. The area surrounding
Atlanta consists of many hills and mountains, so state parks with hiking and walking
trails are extremely common. Philadelphia is situated along the Delaware River, and is
just over an hour from the New Jersey shore. However, to the west of Philadelphia, many

40

mountains and state parks boast beautiful recreational areas, similar to Atlanta. Both
cities also offer modern downtowns with beautiful cityscapes. However, Philadelphia
also encompasses several historic districts which date back to the revolutionary time
period. I appreciate that both Philadelphia and Atlanta offer nice downtowns and outdoor
activities not far from the city centers. I feel like I would enjoy the history of Philadelphia
and the Pennsylvania countryside a little more than Atlanta.
Image 5-1 Atlanta Skyline

Source:
https://www.google.com/search?q=atlanta+skyline&source=lnms&tbm=isch&sa=X&ved
=0ahUKEwjTwpy27rjeAhUPt1MKHVR9AVsQ_AUIEygB&biw=1366&bih=657#imgrc
=A-h2tS6hNnZsiM:
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Image 5-2 Philadelphia Skyline

Source: https://www.google.com/imgres?imgurl=https://assets.visitphilly.com/wpcontent/uploads/2018/02/Philadelphia-Skyline-sunset-R-Kennedy2200x1237.jpg&imgrefurl=https://www.visitphilly.com/articles/philadelphia/top-fivesky-high-vantage-points-inphiladelphia/&h=1237&w=2200&tbnid=gjIEaxFCbmv4cM&tbnh=168&tbnw=300&usg
=AI4_-kQGCEb_kV6-SwrD86HJ63TRMXxiBw&vet=1&docid=apMMReY1LyWuxM

4. Tax rates
Based on a salary of fifty thousand, I will pay the standard federal income tax rate
based on my corresponding bracket. Living in the Atlanta, Georgia area, I will pay
approximately seven percent of my income for state and local taxes. In the Philadelphia,
Pennsylvania area, I will pay about six percent of my income in state and local taxes.
This means that my take home pay in Philadelphia would be slightly higher than my take
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home pay in Atlanta. This surprised me, as I assumed that Philadelphia would enforce a
higher tax rate.
5. Transportation hubs
Atlanta offers an inner-city train with four lines that runs through the heart of the
city. It also offers a large bus system that runs throughout the whole city as well as a
streetcar route that runs through the center of the downtown. Additionally, Atlanta hosts
the largest commercial airport in the world. In Philadelphia, trains and busses form the
largest modes of transport, with both systems extensively developed throughout the city.
Philadelphia also boasts a major international airport. I believe that I would use public
transportation more in Philadelphia than Atlanta, as Philadelphia’s transport system is
more established and integrated within the city. The fact that each city hosts a major
national airport is a strong positive for me, as it would make traveling easier.
6. Prevalent industries
Atlanta’s most prevalent industries are financial services, technology, and
telecommunications. However, Atlanta is well-known as a business hub with a wide
variety of industries within the city. On the other hand, Philadelphia’s most prevalent
industries are bioscience, financial services, and tourism. I am open in working in a
number of industries, so both Atlanta and Philadelphia would provide me with great
options.
7. Healthcare quality
Overall, Philadelphia ranks higher than Atlanta in healthcare. Philadelphia boasts
one of the top twenty healthcare systems in the nation, and the state of Pennsylvania
ranks above-average on the national health scorecard. While Atlanta boasts the best
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hospitals in Georgia, the state of Georgia itself has declined on the national health
scorecard to fortieth out of fifty. Honestly, I found it surprising that the healthcare in
Atlanta does not seem to be the best.
8. Crime
Atlanta holds a high rate of crime, listed in the top ten dangerous cities in the
United States by Forbes. Atlanta’s violent crimes and property crimes both lie well above
the national average. Unsurprisingly, most of the crime occurs in downtown Atlanta, with
the most common crimes being theft, burglary, assault, and robbery. Philadelphia’s crime
rate is lower than Atlanta’s, but remains high nationally. Most crime within Philadelphia
happens along the riverfront of the Delaware River, in South Philly, and in Center City.
Thefts, assaults, robberies, and auto thefts are most common. As with any major city, I
expected the crime rates in both Philadelphia and Atlanta to be high. However, I did not
expect Atlanta to rank worse than Philadelphia when it comes to crime.
9. Projected rent, property types, and property amenities
Based on where I see myself living for the first three years, I would expect to pay
roughly $1,130 a month for a one thousand and twenty square foot apartment in Marietta,
Georgia. Located about twenty minutes from downtown Atlanta, this apartment would
have two bedrooms and two bathrooms. Amenities included would be a pool and spa,
fitness center, dog park, and tennis court. Parking spaces in the neighborhood would be
reserved for residents.
In Philadelphia, I would be paying $1,200 dollars a month for an eight hundred
and sixty square foot condo with two bedrooms and one bathroom. This condo would be
located in the East Falls area of Philadelphia, close to the Schuylkill River. Parking
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would be reserved in the gated neighborhood, and the community includes a health spa,
meeting area, and tennis courts.
Image 5-3 Atlanta Apartment

Source:
https://www.google.com/search?q=jasmine+at+marietta+crossing&source=lnms&tbm=is
ch&sa=X&ved=0ahUKEwiMou3x7rjeAhWBzlMKHR9zCS0Q_AUIFigE&biw=1366&b
ih=657#imgrc=RjexeYcVxWq0MM:
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Image 5-4 Philadelphia Townhome

Source:
https://www.google.com/search?biw=1366&bih=657&tbm=isch&sa=1&ei=YQDiW6jZL
86zzwLYwYhY&q=gypsy+lane+philadelphia+townhome&oq=gypsy+lane+philadelphia
+townhome&gs_l=img.3...36631.37889..38088...0.0..0.165.700.8j1......1....1..gws-wizimg.......0i24.AN64G983OqQ#imgrc=XQlChCUhYUta5M:
10. Commute types and lengths
In Atlanta, I would commute using a car, and my commute would most likely
average anywhere from twenty to forty minutes, depending on traffic. In Philadelphia, I
would commute by walking and train, which would place my commute time around thirty
minutes.
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11. Grocery considerations
If I lived in Atlanta, I would grocery shop at Trader Joe’s, which would be about a
fifteen-minute drive from my apartment. Similarly, if I lived in Philadelphia, I would also
grocery shop at a Trader Joe’s location about twenty minutes west of my apartment.
12. Laundry considerations
Both apartments that I considered in each city had a washer/dryer unit included, so
I would be able to do my laundry at home.
13. Civic, religious, and charitable considerations
In Atlanta, I would like to be active at a local church, such as the First Presbyterian
Church of Marietta, which would be a short drive from my apartment. Throughout high
school, I enjoyed participating as an active member in Civil Air Patrol, and now, as an
adult, I would like to participate again as an adult mentor. In Marietta, there is a cadet
squadron that I would be interested in joining. Additionally, I would be interested in
volunteering with Back on My Feet Atlanta, which is a nonprofit organization that serves
those at risk for homelessness through a running program.
If I lived in Philadelphia, I would look for a local church such as The Block
Philadelphia or First Presbyterian Philadelphia. I would join the Philadelphia Composite
Squadron of Civil Air Patrol. Additionally, I would love to participate in Back on My Feet
Philadelphia.
14. Sports, entertainment, and recreational activities
In both Atlanta and Philadelphia, I would like to be active at a local Pilates or Yoga
studio. If I lived in Atlanta, I would consider Studio Lotus, about a twenty-minute drive
from my apartment, and in Philadelphia, I would consider Urban Front Pilates, located in
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Center City Philly. Also, as I mentioned above, I would love to participate in the
organization Back on My Feet, which not only is a charitable organization, but also
provides me with an outlet to stay active through running. If I lived in Philadelphia, I would
certainly attend local sporting events such as Philadelphia Eagles football games. In
Atlanta, I know I would enjoy visiting the museums in the downtown such as the Center
for Civil and Human Rights or the High Museum of Art. Thankfully, both Atlanta and
Philadelphia offer parks and outdoor areas close by, so I know I would visit Kennesaw
Mountain State Park in Georgia and Valley Forge park in Pennsylvania often. Last but not
least, each location offers historical areas to explore. The Atlanta area offers several
historic Civil War sites such as Georgia’s Antebellum Trail and the Hills and Dales estate.
Philadelphia is known for its rich Revolutionary War history, with tours throughout the
historic sites in Philly often offered and the historic Gettysburg battlefield only a short
daytrip away. While both locations offer so many interesting activities, I feel like I would
enjoy attending events in Philadelphia more.
15. Hometown visit considerations
As most of my family lives in Southern New Jersey, I would be a short thirty to
forty-minute drive from home if I lived in Philadelphia. The only cost I would incur would
be gas money and a bridge toll for crossing the Delaware River. However, if I bought an
E-ZPass, this would reduce the rate I pay for bridge tolls from five dollars down to just
over a dollar.
However, living in Atlanta would require more effort to get home. If I drove, I
would be looking at either a 12- or 14-hour drive, for which I would need to budget gas
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and meals on the road. Otherwise, I would be looking at a plane ticket from Atlanta to
Philadelphia, which would most likely average around $200 round trip.
16. Budget based on yearly salary of $60,000
To create a monthly budget, I assumed annual take home pay after taxes in Atlanta
at $45,800 which would translate to $3,816 a month. For Philadelphia, I assumed an annual
take home pay $47,070 which would place me at $3,922 a month.
Table 5-1 Budgets
Monthly Budget

Atlanta

Philadelphia

Monthly Take Home Pay

$3,816

$3,922

Rent

$1,130

$1,200

Utilities

$200

$200

Gas/Transportation

$200

$305

Food

$300

$300

Pilates/Fitness Class Fees

$70

$70

Clothes

$200

$200

Miscellaneous

$200

$200

Savings

$1,516

$1,447

17. Analysis of cities
After fully analyzing both cities, I would certainly still consider each as a potential
place to live. Each city offers a large metropolitan area with cultural and historical
diversity. Additionally, each city provides housing and transportation accommodations that
would fit well within my budget. Each city also offers several opportunities for
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involvement in civic, religious, and recreational activities. In comparison, Philadelphia
offers a more expensive commute, but Atlanta offers worse healthcare. Similarly,
Philadelphia provides me with an opportunity to visit family more often, but Atlanta would
give me the opportunity to travel to Ole Miss more frequently for sports games and events.
Overall, I believe that Philadelphia is my preferred city. I have always loved the history of
Philadelphia and the opportunities the city offers, and I would love the chance to live closer
to family again.
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CASE STUDY SIX: CAPITALIZED COSTS AND EARNINGS
WorldCom, Inc.
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INTRODUCTION
While the accounting industry may seem to consist of straightforward rules and
regulations, judgement is often a key part of interpreting accounting standards and
procedures. Accountants use judgement in almost every area of the accounting field. As
industries grow and develop, accounting standards must be interpreted with the growth of
the industries in mind. One particular area where accountants must exercise judgement
lies in the determination of where to allocate costs. Two main options exist for the
accounting of costs. A business may choose to capitalize costs, which means that the
business considers the costs as a part of a capital asset. This means that the costs do not
appear on the income statement with period expenses, but they instead appear on the
balance sheet under the capital assets section. If a business does not capitalize costs, the
costs appear under the expense for the period on the income statement. When a business
capitalizes costs, which increases the value of its current assets, the cost depreciates at a
steady rate over time. By expensing costs, the whole expense is incurred in the current
period, which could dramatically affect both gross profit and net income.
WorldCom illustrates a company which eventually declared bankruptcy because
of the improper allocation of costs. As a communication services firm that provided
voice, data, and internet services, WorldCom incurred large expenses each year related to
the access and transport charges of servicing its lines of communication. Instead of
expensing these costs as period-related expenses, WorldCom capitalized all of these line
costs and included them on its balance sheet as a specified capital asset. This allowed
WorldCom to report a significantly higher net income than it would have reported if it
had expensed some or all of these costs. When the public realized that WorldCom had

55

chosen to capitalize such significant amounts of costs, an immediate outcry arose, and
WorldCom recognized line costs as period expenses within its next quarter. The
recognition of these costs forced WorldCom to file for bankruptcy. Throughout my study
of this case, I realized that many issues in the accounting world require judgement, and
that unless a cost significantly adds to the value of a capital asset, the cost should be
expensed in the current period.
1. FASB Statement of Concepts No. 6 (a replacement for SCON No. 3), Elements of
Financial Statements, describes the building blocks with which financial statements
are constructed.
a. Explain the SCON 6 definition of “asset” and “expense.”
SCON 6 defines an asset as an expected economic benefit that has risen from a
past transaction. It goes on to state that a business should clearly control the asset
(benefit) (Financial Accounting Standards Board). On the other hand, it defines an
expense as either the use of an asset or the creation of a liability during the performance
of any activity that is central to the operations of a business (Financial Accounting
Standards Board).
b. Expense versus capitalization of costs.
In general, costs should only be capitalized as assets when they contribute to the
extension of the useful life of the asset. If a cost will not extend the asset’s useful life, it
should be expensed in the current period and will then show up in the income statement
and decrease net income for the current period.
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2. Treatment of costs after initial capitalization and effects on balance sheet and
income statement.
After the initial capitalization of costs, the costs are added to an asset account on
the company’s balance sheet and remain as part of the asset. When depreciation expense
is calculated, these costs will be considered in the depreciable base of the asset.
Therefore, these costs will eventually appear on the income statement as depreciation
expense. If the costs are expensed instead of capitalized, they do not appear on the
balance sheet at all, and instead they appear as a whole on the income statement for the
current period. This would significantly reduce net income for the current period.
3. Reported amount of line costs per WorldCom’s statement of operations as of the
year ended December 31, 2001 along with journal entry to record the transactions
for the year along with explanation of line costs.
For the year ended December 31, 2001, World Com reported 14,739 million
dollars as line costs. To properly record this, WorldCom should prepare an entry as
follows (numbers in millions):
12/31/2001

Line Cost Expense

14,739

Notes/Accounts Payable

14,739

If recorded in this manner, this entry would significantly increase the expense section of
WorldCom’s income statement, and it would also increase the liabilities section of its
balance sheet. Line costs for WorldCom consist of costs incurred while accessing or
transporting local communication line equipment for its operational purposes.
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4. Based on reference to a Wall Street Journal article, a description of types of costs
improperly capitalized at WorldCom along with explanation as to the transactions
that give rise to these costs and comparison of cost with asset definition.
According the Wall Street Journal article, WorldCom improperly capitalized “line
costs,” which the Wall Street Journal defined as costs paid to access local
communications equipment so that the company could complete its services. While these
costs may seem to fit the definition of an asset, which is an economic benefit that arises
from a transaction, these costs actually fall more closely under the definition of an
expense—the use of an asset or the incurrence of a liability created during the normal
operations of a business. Clearly, WorldCom needs to access the telephone lines in order
to complete the normal operations of its business.
5. Journal entry to record the improperly capitalized line costs of $3.055 billion for
the year.
When WorldCom improperly capitalized its line costs, it most likely created an
entry as follows (numbers in billions):
12/31/2001

Property, Plant, Equipment Account 3.055
Cash (or Account Payable)

3.055

This entry would affect the assets section of the balance sheet as opposed to the income
statement. On the Statement of Cash Flows, it would affect the investing section. To
correct this improper entry, WorldCom would need to create a second entry, as follows
(numbers in billions):
12/31/2001

Line Cost Expense

3.055

Property, Plant, and Equipment Account
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3.055

This would reverse the first entry by decreasing assets and increasing expenses for the
current period. Because the first entry would have increased the depreciable base of the
assets, it would therefore affect depreciation expense for the period, so an adjustment to
accumulated depreciation on the balance sheet and depreciation expense on the income
statement will need to be made.
6. Calculation of related depreciation expense for 2001 and journal entry.
In order to record their depreciation expense for 2001, WorldCom had planned to
create the following entry, as follows:
12/31/2001

Depreciation Expense 83,306,818
Accumulated Depreciation

83,306,818

This entry would significantly increase the expense portion of the income statement, as
well as significantly decrease the carrying value of the assets on the balance sheet.
7. Determination of WorldCom’s net income in 2001 had line-costs not been
improperly capitalized along with impact to net income.
To determine the difference in net income for 2001, the net income before taxes
needs to be adjusted to accurately reflect the new expenses added. Refer to Table 6-1 on
page 60 below.
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Table 6-1. WorldCom Modified Income Statement
Net income before tax as reported

2,393,000,000

Add: Adjustment to net income for

83,306,818

depreciation expense
Less: Adjustment to net income to record

(3,055,000,000)

line expense
Total: Net loss

(578,693,182)

Income Tax Benefit (35% rate)

202,542,614

Add: Minority Interest

35,000,000

Total Net Loss After Tax

(341,150,568)

In order to arrive at the conclusions in the table above, one must assume that the income
tax rate is correct, that the minority interest income shown is after tax, and that the
information provided in the income statement is correct. This difference in income is
certainly material.
CONCLUSION
Throughout this case, one quickly realizes that judgement remains a key part of
accounting, especially in the recognition of expenses during a current period. Shareholder
pressure along with other outside influences can tempt an accountant to depart from
conservativism, as in this case, and reduce expenses for the period to make the company
appear more profitable. Clearly, accountants should always err on the side of caution
when it comes to the capitalization of expenditures. Unless the expenditure truly
improves the usefulness of an asset in a significant way, the expenditure should not be
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capitalized. Hopefully, the WorldCom case has brought awareness to this issue and has
opened the discussion surrounding the capitalization of assets.
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CASE STUDY SEVEN: ANALYSIS OF FINANCIAL STATMENTS
Starbucks Corporation
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INTRODUCTION
In the corporate world, most companies issue financial statements at regular,
periodic intervals. These statements provide explicit details on the period’s financial
performance. While nearly all companies issue financial statements by choice, the
Securities and Exchange Commission (SEC) requires specifically that publicly traded
companies issue these statements. Additionally, the SEC requires that a qualified public
accounting firm verifies the validity of the company’s statements. This ensures that the
information provided is objective and representationally accurate so that any users of
financial statements will not be misled. Users of financial statements can include a
company’s shareholders, investors, debtors, creditors, competitors, and more. Because of
the large amount of users dependent on the information provided by the company, it is
incredibly important that the information is valid and reliable. Companies also must
compile statements in accordance with Generally Accepted Accounting Principles
(GAAP). This ensures that one company’s statements can easily be compared to the
statements of another company.
In this specific case, I analyzed Starbucks’ overall corporate structure as shown
through Starbucks’ financial statements. By creating a common-sized statement of
earnings and a common size balance sheet, I was easily able to compare Starbucks’
earnings from 2012 to 2013. Viewing numbers as percentages simplified the busyness of
the financial statements and allowed for an easier way to spot changes in Starbucks’ cost
structure. From the statement analysis, I not only learned more about Starbucks’ overall
business structure, but I also confirmed Starbucks’ use of accrual rather than cash basis
accounting. I then analyzed more specific details such as the amounts of Starbucks’ major
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assets, Starbucks’ proportion of short-term to long-term assets, Starbucks’ major sources
of financing, Starbucks’ long-term investments, and Starbucks’ dividend policies. All this
information provided more detail and insight into the inner workings of the company.
1. Nature of Starbucks’ business.
Starbucks operates mainly as a service business, providing specialized food and
drink to customers. Starbucks also manufactures its own specialty products (coffees, teas,
and merchandise) which it then sells in its multiple locations. Additionally, Starbucks
receives revenue from the licensing and leasing of its products and buildings.
2. Description of types of financial statements commonly prepared for external
reporting purpose along with description of “consolidated.”
Typically, publicly traded companies provide an Income Statement, Balance
Sheet, Statement of Retained Earnings, and Statement of Cash Flows for external
reporting services. Companies also may provide a Statement of Comprehensive Income
and a Statement of Stockholder’s Equity. Starbucks refers to its Income Statement as a
“Statement of Earnings” and provides a statement of Stockholder’s Equity instead of a
Retained Earnings Statement. Otherwise, the titles remain consistent. All statements are
grouped together into one report labeled a Form 10-K which is then filed and publicized
through the SEC (Securities and Exchange Commission). The fact that Starbucks’
Statements are consolidated means that the statements include financial data from both
Starbucks itself and its subsidiaries.
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3. Timing of preparation of financial statements of publicly traded corporations for
external reporting purposes.
Publicly traded companies typically prepare financial statements for external
reporting purposes both quarterly and yearly. Quarterly statements are referred to as
Form 10-Qs, and yearly statements are referred to as Form 10-Ks.
4. Responsibility for the financial statements and the potential users of Starbucks
financial statements.
The management of a company is responsible for compiling a company’s
financial statements. In order to publicly file its financial statements, Starbucks must hire
an external auditor to verify the information in the statements. Potential users of a
company’s financial statements typically include the company’s existing stockholders
along with any potential investors and current or future competitors. The potential users
of Starbucks’ financial statements are probably interested in Starbucks’ profits (revenues
over expenses), inventory turnover, earnings per share, and amounts of debt compared to
assets and equity.
5. Identification of Starbucks’ external auditors and description of the two
“opinion” letters that Starbucks received in 2013.
Starbucks’ external auditors are Deloitte & Touche LLP. In 2013, Deloitte issued
an unqualified opinion in two separate letters, each of which verified the validity of both
Starbucks’ published financial information as well as Starbucks’ internal controls. This
means that Starbucks did not falsify their financial information and kept their finances in
accordance with the law. Both opinions are dated several months after Starbucks’ yearend since it takes auditors time to review the end-of-year numbers.
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6. Development of spreadsheet common-size income statements (which Starbucks
calls statements of earnings) and balance sheets for 2013 and 2012.
Refer to Image 7-1 and Image 7-2 on pages 68 and 69.
7. Analysis of Starbucks’ balance sheet for fiscal 2013.
a. Demonstration that the accounting equation holds for Starbucks. The
accounting equation is: Assets = Liabilities + Equity.
By viewing Starbucks’ common-sized financial statements, one can see that total
assets at 100% equals total liabilities and equity also at 100%.
b. Listing of Starbucks’ major assets and calculation of the proportion of
short-term and long-term assets for 2013.
Starbucks’ major assets are cash, inventories, and property, plant, and equipment.
Its short-term assets comprise 48 percent of its total assets, which means that long-term
assets comprise 52 percent of total assets. By the nature of Starbucks’ business, Starbucks
needs significant short-term assets in inventories. However, Starbucks also owns a large
amount of stores (long-term assets) across the country, so it does seem appropriate that
Starbucks’ short-term and long-term assets are nearly equal.
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Table 7-1: Starbucks Common Size Statement of Earnings
Consolidated Statements Of Earnings
(USD $)
In Millions, except Per Share data,
unless otherwise specified
Net revenues:
Company-operated stores
Licensed stores
CPG, foodservice and other
Total net revenues
Cost of sales including occupancy costs
Store operating expenses
Other operating expenses
Depreciation and amortization expenses
General and administrative expenses
Litigation charge
Total operating expenses
Gain on sale of properties
Income from equity investees
Operating income
Interest income and other, net
Interest expense
Earnings before income taxes
Income taxes
Net earnings including noncontrolling
interests

12 Months Ended

12 Months Ended

Sep. 29, 2013

Sep. 30, 2012

$11,793.20 79% $10,534.50 79%
1,360.50
9%
1,210.30
9%
1,738.50 12%
1,554.70 12%
14,892.20 100% 13,299.50 100%
6,382.30 43%
5,813.30 44%
4,286.10 29%
3,918.10 29%
457.2
3%
429.9
3%
621.4
4%
937.9
6%
2,784.10 19%
15,469 104%
0
0%
251.4
2%
-325.4
-2%
123.6
1%
-28.1
0%
-229.9
-2%
-238.7
-2%

Net earnings attributable to
noncontrolling interest
Net earnings attributable to Starbucks
Earnings per share - basic
Earnings per share - diluted
Weighted average shares outstanding:
Basic
Diluted
Cash dividends declared per share
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550.3
801.2
0
11,512.80
0
210.7
1,997.40
94.4
-32.7
2,059.10
674.4

4%
6%
0%
87%
0%
2%
15%
1%
0%
15%
5%

8.8

0%

1,384.70

10%

0.5
$8.30
$0.01
$0.01

0%
0%
0%
0%

0.9
$1,383.80
$1.83
$1.79

0%
10%
0%
0%

749.3
762.3
$0.89

5%
5%
0%

754.4
773
$0.72

6%
6%
0%

Table 7-2: Common Size Balance Sheet
Consolidated Balance Sheets (USD
$)
In Millions, unless otherwise
specified
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, net
Inventories
Prepaid expenses and other current
assets
Deferred income taxes, net
Total current assets
Long-term investments
Equity and cost investments
Property, plant and equipment, net
Deferred income taxes, net
Other assets
Other intangible assets
Goodwill
TOTAL ASSETS
Current liabilities:
Accounts payable
Accrued litigation charge
Accrued liabilities
Insurance reserves
Deferred revenue
Total current liabilities
Long-term debt
Other long-term liabilities
Total liabilities
Shareholders' equity:
Common Stock
Additional paid-in capital
Retained earnings
Accumulated other comprehensive
income
Total shareholders' equity
Noncontrolling interests
Total equity
TOTAL LIABILITIES AND
EQUITY

Sep. 29, 2013
$2,575.70
658.1
561.4
1,111.20
287.7
277.3
5,471.40
58.3
496.5
3,200.50
967
185.3
274.8

Sep. 30, 2012

22% $1,188.60
6%
848.4
5%
485.9
10% 1,241.50

14%
10%
6%
15%

2%
2%
48%
1%
4%
28%
8%
2%
2%

2%
3%
51%
1%
6%
32%
1%
2%
2%

862.9
7%
11,516.70 100%

196.5
238.7
4,199.60
116
459.9
2,658.90
97.3
144.7
143.7

399.1
5%
8,219.20 100%

491.7
2,784.10
1,269.30
178.5
653.7
5,377.30
1,299.40
357.7
7,034.40

4%
24%
11%
2%
6%
47%
11%
3%
61%

398.1
0
1,133.80
167.7
510.2
2,209.80
549.6
345.3
3,104.70

5%
0%
14%
2%
6%
27%
7%
4%
38%

0.8
282.1
4,130.30

0%
2%
36%

0.7
39.4
5,046.20

0%
0%
61%

67
4,480.20
2.1
4,482.30

1%
39%
0%
39%

22.7
5,109
5.5
5,114.50

0%
62%
0%
62%

$11,516.70 100% $8,219.20 100%
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c. Definition of intangible assets and goodwill along with listing of Starbucks’
intangible assets.
In general, intangible assets are assets that are not physical (not tangible).
Goodwill is defined as the worth of a business’ reputation and is typically recorded when
a company is purchased. The amount recorded is defined as the excess of the value of the
company over the price actually paid. Along with goodwill, Starbucks also owns trade
names and trademarks.
d. Financing of Starbucks and proportion of total financing from nonowners.
Most of Starbucks’ external financing comes from long-term debt as opposed to
investments by stockholders (stockholders’ equity). Overall, Starbucks appears to
generate a good deal of its financing internally, with cash comprising a large part (22
percent) of Starbucks’ assets.
8. Refer to Starbucks’ statement of earnings for fiscal 2013.
a. Starbucks’ revenue process when cash is received from customers versus
Starbucks’ revenue process when customers use stored value cards.
Starbucks uses the accrual basis of accounting (revenues recorded when services
are performed, and expenses recorded when incurred). This is explained clearly through
Starbucks’ revenue disclosure, where it uses the example that merchandising store
revenues are recorded when merchandise is shipped. Revenue from Starbucks’ stored
value cards is recognized when redeemed or when the likelihood of redemption (based on
past estimates) is deemed to be remote. Any outstanding balances on the cards are
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considered deferred revenue. This policy clearly hinges on a use of judgement for when
deferred revenue should be recognized.
b. Starbucks’ major expenses.
Starbucks’ major expenses are its costs of sales, which includes occupancy costs,
and its operating expenses. In 2013, Starbucks also has a large litigation charge along
with its typical cost of sales.
c. Significant changes in cost structure during the most recent year.
Within the most recent year (2013), Starbucks’ most significant change in cost
structure was the litigation charge under its operating expenses.
d. Classification of litigation charge as an operating expense.
Starbucks included the litigation charge with its operating income as an operating
expense (as opposed to a general or administrative expense) since an operating expense is
an event that happened during the period that is expected to be non-recurring. Items
included in general and administrative expenses are yearly, recurring items.
e. Analysis of profitability during 2012 and 2013.
While Starbucks was profitable in 2012, it was not profitable in 2013 because of
the large litigation charge recorded. Profitability is defined as when revenues are greater
than expenses. Even though Starbucks was not profitable in 2013, Starbucks was still
able to record a net income rather than a net loss because of its use of tax credits.
9. Refer to Starbucks’ 2013 statement of cash flows.
a. Comparison of Starbucks’ net earnings to net cash provided by operating
activities and explanation of difference.
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Starbucks’ total net earnings, including minority interest, amounts to $8.8 million,
while Starbucks’ net cash provided by operating activities amounts to $2.908 billion. This
difference primarily exists since cash provided from operating activities does not include
expenses for items such as depreciation, amortization, and accrued liabilities and
expenses. Since Starbucks uses the accrual basis of accounting, these items are deducted
from revenues to arrive at net earnings on an earnings or income statement.
b. Cash used by Starbucks for expenditures for property, plant and
equipment during fiscal 2013.
During fiscal 2013, Starbucks used $1.151 billion dollars of cash to purchase
property, plant, and equipment.
c. Amounts of dividends did Starbucks paid during the year and comparison
of the amount of dividends declared as shown in the statement of equity.
During fiscal 2013, Starbucks paid $628.9 million of cash in dividends according
to the Statement of Cash Flows. On Starbucks’ statement of equity, $668.6 million is
shown as the amount of dividends paid. Typically, when a company declares dividends,
the whole amount cannot immediately be paid in cash. The amount on the statement of
cash flows shows the exact amount of dividends paid in cash, so the difference between
the dividends actually paid and the dividends declared on the statement of equity would
appear as an addition to accrued liabilities on the Balance Sheet.
10. Analysis of accounts on Starbucks’ balance sheet requiring estimation.
Nearly all accounts on Starbucks’ balance sheet require estimates. Under asset
accounts, short-term investments require estimates for impairments and fair value
options. Accounts receivable requires estimates in creating allowances for doubtful

72

accounts. Inventory accounts require estimates as to the amounts of inventory currently
being produced and used. As Starbucks is so large, it would be physically impossible to
count all inventory before issuing financial statements. Additionally, plant assets require
estimates for depreciation, while intangible assets require estimates for amortization.
Under liabilities, the deferred revenue accounts require estimates for recognition. The
two main accounts on the balance sheet that do not require major estimates would be cash
and common stock accounts.
CONCLUSION
After analyzing Starbucks’ financial statements, one can gain a much better
understanding of the operation of the company. By viewing comparative income
statements, one can clearly determine how costing structure differs from year to year, and
one can easily see major items that may affect net income—such as Starbucks’ large
litigation charge in 2013. By viewing comparative balance sheets, one can discover how
Starbucks’ assets have changed over the past year with regards to inventory increases or
decreases or significant changes in property, plant, and equipment accounts, which could
indicate expansion or reduction of operations. The liabilities section of the balance sheet
indicates Starbucks’ indebtedness to creditors and Starbucks’ major sources of debt
financing through long-term debt. Lastly, the equity section of the balance sheet provides
much-needed information for stockholders of Starbucks, as they can view their
proportion of holdings in the company as compared to other sources of financing. The
third financial statement, the statement of cash flows, provides detailed information on
the company’s use of cash throughout the year. This clearly indicates the amounts of cash
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used in operating activities, cash used to buy equipment and other investments, and cash
used to finance activities and pay stockholders through dividends.
While financial statements provide much-needed information for external
decision makers, it is important to remember that the creators of financial statements still
use estimates and judgements when compiling statements. Allowance accounts,
depreciation and amortization policies, and revenue and expense recognition policies can
all significantly alter the results of the statements. This fact re-emphasizes the importance
of accurate information and clear disclosures (typically through notes) in financial
statements. Ultimately, accurate financial statements support a healthy, functioning
economy, where financial statement users can easily access financial information in a
timely manner.
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CASE STUDY EIGHT: ANALYSIS OF CONTINGENT LIABILITIES
BP p.l.c.
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INTRODUCTION
When a company compiles its financial statements, its goal should be to provide
accurate and relevant information that will assist users of financial statements (investors,
creditors, shareholders, etc.) in making financial decisions. While recording a company’s
accurate information may seem like a straightforward task, many accounts and amounts
in those accounts require significant estimates. Accounts related to contingencies
(something dependent on the occurrence of one or more future events) require significant
estimates. Companies typically only record contingent liabilities, not contingent gains.
This ensures that the accounts and amounts represented on the balance sheet do not
overstate the financial position of the company—a principle that companies refer to as
conservatism. When recording a contingent expense or loss, the company must review
two factors. First, the company must determine that the event to take place in the future is
probable. If a company does determine that the event to take place is probable, then the
company must estimate the amount likely to be incurred in the future.
Throughout this case, I analyzed the contingent liabilities recorded by the
company BP shortly after BP experienced the Deepwater Horizon oil spill in the Gulf of
Mexico. By first defining contingent liabilities and the methods of accounting for these
liabilities, I could then apply that knowledge to my analysis of BP’s financial statements.
I carefully viewed BP’s financial statement notes, where BP explained its accounting
methods and the ways it determined its contingent liabilities. I then discussed how an
auditor would view BP’s statements from an objective viewpoint, as financial auditors
ensure the validity of a company’s reported information so that investors and other users
of financial statements will be presented with accurate information and not be misled.

76

1. Definition of contingent liability
A contingent liability exists when a company is unsure either of the incurrence of
a liability or the amount that should be incurred for a liability (or both) since one (or
both) events hinge on a future event (a contingency). When a company records a
contingent liability on their books, it must determine that the liability is probable (a good
chance it will happen) and reasonably estimable (able to determine the amount based on
valid and reliable information). Contingent liabilities could include costs related to
lawsuits and other litigations along with possible product and warranty expenses. While a
company should always record a contingent liability if it meets the conditions listed
above, companies should almost never record a contingent gain unless the gain has a very
high probability of being recognized. By not recording contingent gains, companies
adhere to conservatism.
2. Definition of product warranty from BP’s perspective and perspective of GE Oil
and Gas.
From BP’s perspective, a product warranty is simply an agreement that allows BP
to return the product and/or receive compensation for the product if the product presents
defects. From the perspective of GE Oil and Gas, the seller of the product, the product
warranty is a contingent liability that should be estimated and recorded at the time of sale.
If BP returns the product to GE, GE records the related expenses.
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3. Description of judgments management needs to make to account for contingent
liabilities and accrued warranty costs. Description of how a warranty claim for
damages resulting from the Deepwater Horizon oil spill differs from a warranty
claim on a piece of equipment.
When management accounts for contingent liabilities, it must judge whether the
liability is probable (likely to happen). If the liability is only reasonably possible (slight
chance of happening) or remote (not likely to happen at all), the liability should only be
recorded as a note to the financial statements. If management determines that a
contingent liability is probable, it must then estimate an amount for the liability.
Management should be able to review past histories, similar situations from similar
companies, or opinions from experts in order to form a reasonable estimate. If
management is unable to do this, then the liability should simply be recorded in the notes
of the financial statements. When accruing warranty costs, management will need to
judge the likelihood of the liability occurring (is the item often returned or defective?)
and the estimation of the cost (what will the customer expect in return?) in order to record
the liability.
Claims for damages resulting from the Deepwater Horizon oil spill differ from
warranty claims since potential liabilities from an oil spill require much greater estimates.
When it comes to warranties, management can easily find data on previous warranty
claims in order to state with near certainty the frequency of warranty claims and the
estimated amounts that will most likely be incurred. However, regarding the Deepwater
Horizon oil spill, several factors complicate the estimation. Firstly, companies cannot and
do not predict “probable” major catastrophes. If BP could have predicted the oil spill, the
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company most likely would have acted to ameliorate the catastrophe beforehand. Clearly,
liabilities that deal with unpredictable, major events cannot be estimated or recorded
beforehand. Once a major catastrophe takes place, very few precedents exist for events
with similar magnitude, so it is practically impossible to use historical information in
order to estimate liabilities that might be incurred as a result. Therefore, it will require
more time and much more research before a company can “reasonably” estimate the
effects of an event like the Deepwater Horizon oil spill.
4. Description of some estimates that BP must make to account for the contingencies
associated with the Deepwater Horizon oil spill.
When BP accounts for the Deepwater Horizon oil spill, it must account for many
different estimates in different areas. According to BP’s financial statements issued in
2010, BP created an escrow account in order to fund claims by individuals and businesses
who experienced adverse effects from the oil spill. BP acknowledged that it estimated
these amounts to the best of its ability but indicated the near impossibility of accurately
predicting the amounts and timing of claims from those involved. Next, BP estimated the
amounts of money needed for well kill operations as it worked to close the sources of the
spill in the gulf. BP should reasonably be able to estimate these costs based on its past
business experience. However, BP did acknowledge that its estimates may change, as the
nature of an estimate means that the amount may not be exact. Additionally, BP included
estimates of the costs incurred during the emergency response to the spill which the
company would be responsible to pay. BP estimated it would pay these costs within one
year and used going, known rates in estimating the costs of the response vehicles and
personnel involved. After this estimation, BP recognized its environmental
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responsibilities as required by the Oil Prevention Act of 1990 (OPA), but BP did not
record an amount for this obligation due to the difficulties of predicting an exact number.
When BP estimated further claims from individuals related to the OPA, BP did not
include an estimated number aside from the escrow account, citing the high degree of
uncertainty related to these claims. Related to fines and penalties for the oil spill, BP used
its business experience to estimate the amounts of oil released in the gulf. However, it
concluded that it could not reasonably estimate the timing of the incurrence of these
costs.
When an external auditing team views BPs financial statements, they must
determine whether all the estimates that BP made (discussed above) originated from valid
and reliable information and portray an accurate and reliable representation of the
company’s obligations. Auditors would need to examine the sources of the estimates—
for example, how did BP calculate the amounts of oil released into the gulf? How did BP
estimate the amount and number of litigation claims? Did BP use reasonable, accurate
rates when estimating the disaster response costs? Has BP based its estimates of lawsuits
and litigation charges off the opinions of experts or worked closely with lawyers in the
area to gauge the expected response? Auditors will also need to determine whether BP
should have included estimates for areas where it simply included a mention of potential
costs, such as where BP mentioned its obligations under the OPA but did not include a
number. Additionally, auditors should determine if BP excluded any estimates that
should have been mentioned, such as further economic or environmental responsibilities.
Generally, auditors should expect a company such as BP to exert a reasonable effort in
researching and then providing accurate and complete information that would be useful to

80

users of financial statements. In order to be “useful,” the information that the company
provides should portray the company’s obligations as clearly as possible without leaving
out information, misrepresenting information, or recording wildly improbable (non-fact
based) estimates.
At the end of the day, no one person or group of persons will be able to exactly
estimate the liabilities and related costs that will be incurred because of a unique, unusual
disaster such as Deepwater Horizon. When an incident such as this occurs, a company
should make a reasonable effort in utilizing all available resources in determining
estimates—past experiences, similar historical events, and expert opinions. However,
when no precedent exists and consultations with experts provide no numerical solution, a
company should disclose the contingent liability in the notes to the financial statements.
This ensures that the company presents the most accurate numbers possible without
including numbers that have no factual basis. By including all inestimable contingencies
in the notes to the financial statements, a company such as BP ensures that the users of its
financial statements will possess all the facts of the incident and will be able to take these
facts into account when making decisions regarding the company (investing, funding,
etc.).
CONCLUSION
Clearly, BP faced a unique challenge in accounting for an unprecedented, major
event. BP’s financial statements included many estimates which certainly required a large
amount of research, preparation, and ultimately judgement. By viewing the definitions
and accounting treatments for contingencies, particularly contingent liabilities, one can
see how BP formed the estimates which it reported in its financial statements
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immediately following the disaster. When analyzing these estimates, auditors will
hopefully be able to conclude that BP made a reasonable effort to include all available
information that might impact its financial statements.
While many assume that financial reporting exists as a very straightforward task,
accurate financial reporting will always include estimates. By the very nature of business,
tasks and transactions do not happen all at once. In many instances, companies must
determine how future events will affect their financial standing. By determining this,
companies can provide the users of their financial statements with a more complete
(faithfully representational) picture of their operations. The reporting of contingent
liabilities could significantly alter the overall numbers of financial statements, so those
who compile financial statements should work hard to provide factual, research-based
numbers that will provide the most faithful representation of the company’s current
standing.
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CASE STUDY NINE: EQUITY METHOD INVESTMENTS
The Wendy’s Company
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INTRODUCTION
As companies work to increase their profits, market share, and overall production,
they often opt to do so in the form of a joint venture. Joint ventures exist when one
company partners with another so that both companies can take advantage of each other’s
capabilities. This allows companies to expand their operations and grow without needing
to build a new part of their organization from scratch. When companies partner together
to create a joint venture, they can capitalize on their own strengths while utilizing the
complementing strengths of one or more additional organizations. This works especially
well when one company exists in a certain area or country and another company exists in
a different area or country. By entering into a joint venture, each company rapidly gains a
whole new area of operations that could help to exponentially increase the company’s
profits.
In this case, The Wendy’s Company, a national fast food organization with
operations across the world, entered into a joint venture with Tim Hortons, Inc., a
company based out of Canada. The companies formed their joint venture under the legal
name TimWen. Entering into this venture allowed Wendy’s to open stores across Canada
in partnership with Tim Hortons. However, this combination of two businesses creates a
challenge when accounting for the companies and forming the yearly financial
statements. How should Wendy’s account for the formation of its joint venture with Tim
Hortons? How should Wendy’s account for the income or losses and dividends created
by the operations of TimWen? By carefully examining Wendy’s financial statements, I
evaluated Wendy’s transactions and determined Wendy’s use of the equity method of
accounting. Next, I carefully compared Wendy’s consolidated balance sheet and income
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statement with TimWen’s statements to determine the originations and connections
between the amounts recorded.
1. Reasons for companies to enter joint ventures
In general, companies enter joint ventures in order to expand their capacity and
their reach into a market or area. This allows a company to experience greater
productivity and greater profits.
2. Explanation of the equity accounting method
Companies use the equity accounting method when they exert significant
influence on their subsidiary. Significant influence means the company exerts influence
over 20 to 50 percent of the subsidiary. With this large amount of interest in the
subsidiary, a company can use its influence to impact the financial and business decisions
that the subsidiary makes. When a company first acquires a subsidiary at an amount of 20
to 50 percent of the subsidiary (an equity investment), the company creates an asset by
debiting an equity investment account for the amount paid. Because the investing
company has entered a substantial economic relationship with their investment (the
subsidiary), the company increases and decreases their income when the subsidiary’s
income increases and decreases. For example, when the subsidiary records net income,
the investing company will record both an increase to its equity investment account and
an increase to its equity income account. Similarly, when the subsidiary records a net
loss, the investing company would decrease its equity investment account and record an
investment loss. When the subsidiary pays dividends, the investing company records the
increase to cash but decreases the equity investment account for the amount of the
dividend, showing the relation between the income of the investing company and the
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income of the subsidiary. The investing company’s entries clearly mirror the subsidiary’s
entries. When a subsidiary’s income increases, the investing company’s income
increases, and when a subsidiary pays dividends or issues a loss, the investing company
decreases its investment.
3. When a company purchases shares (ownership) in another company, the
investment amount may exceed its share of the book value of the underlying net
assets of the investee. Description of how the investing company accounts for this
excess amount under the equity method.
When a company’s investment in another company exceeds the original book
value (net assets) of the investment, the investing company must then take the excess and
allocate it to the investment. The company does this by adjusting the investment’s assets
and liabilities to their fair values at the time of the acquisition. This excess that needs to
be allocated is known as an AAP—acquisition accounting premium. If an excess amount
still exists after a company’s investment has been adjusted to fair value, then the
investing company attributes that amount to goodwill, which is tested annually for
impairment. Similarly, each year, the parent company will amortize the amount of the
increase to the investment’s fair value.
4. With consideration of the information in Note 8, description of amounts Wendy’s
included on its 2012 and 2011 balance sheets for their equity method investments
and location of amounts.
In 2011, Wendy’s recorded $91,819,000 for its equity method investments and
2012 it recorded $87,620,000 for its equity method investments. This specific amount
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appears in Note 8 to Wendy’s consolidated balance sheet and would be included as part
of the total in the investments account on the balance sheet.
5. Using information in Note 8, comparison of amount recorded for Wendy’s
investment in TimWen at December 30, 2012 with Wendy’s 50% share of
TimWen’s equity at December 30, 2012 and description of difference between two
amounts.
When comparing Wendy’s $89,370,000 investment in TimWen at December 30,
2012 to Wendy’s 50 percent share of TimWen’s equity at December 30, 2012, which
equals $35,283,000, one clearly sees a $54,088,000 difference. This difference is an
Acquisition Accounting Premium (AAP), which is the excess that Wendy’s paid over the
book value of TimWen’s net assets (equity). Over the years, Wendy’s will amortize any
AAP that exceeds the fair value of the assets by decreasing (debiting) its equity income
and decreasing (crediting) its equity investment. Eventually, Wendy’s equity investment
account will equal the amount on TimWen’s books at the time of the acquisition.
6. Consider the information disclosed in Note 8.
a. Description of how Wendy’s equity method investment in TimWen affected its
earnings before taxes in 2012 and 2011 along with impact of equity method
investment in consolidated statement of operations.
Wendy’s equity method investment in TimWen decreased (offset) Wendy’s
operating expenses which then increased Wendy’s earnings before taxes in 2012 and
2011. Wendy’s operating expenses appear on the line, “other operating expenses, net,” on
Wendy’s consolidated statement of operations (income statement).
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b. Journal entry to record Wendy’s share of TimWen’s 2012 earnings.
(Numbers in thousands)
Dr. Equity investment

13,680

Cr. Equity income

13,680

c. Journal entry to record the amortization of the purchase price adjustments for
2012.
The amortization of the purchase price adjustment is based off the estimated
useful life (average original aggregate life) of 21 years as noted in Note 8 to the
consolidated balance sheet. The total purchase price adjustment is the amount of AAP
excluding goodwill.
(Numbers in thousands)
Dr. Equity income

3,129

Cr. Equity investment

3,129

d. Journal entry to record the receipt of dividends from TimWen for 2012.
(Numbers in thousands)
Dr. Cash

15,274

Cr. Equity investments

15,274
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5. Consider the information in the statement of cash flows.
a. The operating activities section of the statement of cash flows reports a negative
adjustment for “Equity in earnings in joint ventures, net” in 2012. Reconciliation of
this amount to information disclosed in Note 8 and explanation of why a negative
adjustment is made to arrive at net cash from operating activities.
By taking TimWen’s equity of $10,551,000 and subtracting the $1,827,000 equity
loss from the joint venture with Japan company, one arrives at the $8,724,000 amount
recorded in the statement of cash flows. Since the statement of cash flows uses the
indirect method and begins with net income, the income earned from the equity
investments has already been added into the income starting point. To adjust for this, the
$8,724,000 must be subtracted, like the treatment for a gain.
b. The operating section also reports a positive adjustment for “Distributions
received from joint venture” in 2012. Reconciliation of amount to information
disclosed in Note 8.
The $15,274,000 amount recorded on the statement of cash flows comes from the
distributions received from TimWen in Note 8 to the balance sheet. As dividends do not
affect net income (are not included in the net income starting point), the dividends are
added back to net income in the financing section of the statement of cash flows in order
to account for the cash received from the dividend distribution.
CONCLUSION
Clearly, entering a joint venture requires several significant adjustments to a
company’s financial procedures. First, a company must determine the amount of its
investment (influence) into a joint venture or subsidiary company. When a company
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exerts 20 to 50 percent of influence as Wendy’s did over TimWen, the company must
recognize income and losses when its joint venture (subsidiary) recognizes its income and
losses. Along with this information, a company should also present additional financial
information which details the operations of its investment, as Wendy’s did in Note 8 on
its consolidated balance sheet. This ensures that users of financial statements can clearly
determine the origins of the numbers presented.
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CASE STUDY TEN: RETIREMENT OBLIGATIONS
Johnson & Johnson
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INTRODUCTION
In the corporate business world, employees often search for a stable job that not
only provides benefits while they work at the company but also provides benefits upon
their retirement. For many employees, these benefits provide a much-sought-after sense
of stability. When a company considers offering a type of retirement plan to its
employees, it can utilize several different options. Some companies offer employees the
opportunity to contribute to a fund out of their own paychecks—a plan known as a
contributory plan. The benefits and risks of this plan primarily depend on the employee’s
willingness to contribute to the fund. On the other hand, some companies select to offer a
type of noncontributory plan, where the employer contributes to a fund instead of the
employee. Typically, the employer contributes to a pension fund which is a separate legal
and economic entity. With the returns earned from this fund, the fund can issue payments
to employees upon the employees’ retirement.
In this case, I analyzed Johnson & Johnson’s accounting for its retirement plans
that it offers its employees. By first defining the main two types of pension plans, I was
able to determine that Johnson & Johnson used a defined benefit pension plan to provide
for its employees’ postretirement needs. Next, I carefully described the accounts and
various events that affect a pension fund and the appropriate related accounting
treatment. I used this information to analyze Johnson & Johnson’s financial statements.
The analysis helped to reveal the origins of the amounts reported on the financial
statements. Additionally, Johnson & Johnson’s note disclosures provided on the
statements helped to form a more complete picture of the company’s obligations.
Through my analysis, I confirmed that the complexity of accounting for a company’s
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pension plans requires many estimations and therefore should certainly include extensive
disclosures in order to present a complete picture to financial statement users.
1. There are two general types of retirement plans—defined benefit plans and
defined contribution plans.
a. Description of two types of pension plans and the type of plan maintained by
Johnson & Johnson.
Both defined benefit plans and defined contribution plans require an employer to
set aside an amount of money that its employees can draw from after retirement. In a
defined contribution plan, the employer sets aside a regular amount typically calculated
using a flat percentage rate off the employee’s salary. In a defined benefit plan, the
employer bases its contribution off actuarial estimates. Actuaries develop extensive
predictions based on a wide variety of factors including the expected life of employees
and expected length of their employment. This contribution goes into a pension fund,
which is a separate legal and economic entity. The fund then invests this money to earn a
return with which to pay the employees. Johnson & Johnson uses a defined benefit
pension plan.
b. Explanation of why retirement plan obligations are liabilities.
Retirement plan obligations are liabilities because employers expect to make
future sacrifices of economic benefits in order to fulfill their current obligation to provide
for their employees after retirement. A company refers to this as a projected benefit
obligation (PBO) and contributes cash to a fund in order to fulfill this obligation. The
fund then invests this cash and pays the employee upon retirement. If the balance of the
fund exceeds the company’s projected benefit obligation, then the company records this
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as a pension asset on its balance sheet. However, most of the time the employer’s
obligation exceeds the balance in the pension fund, so the employer records a pension
liability on its balance sheet. To view the cash flows between the employer, fund, and
employee, refer to image 10-1 below.

94

Table 10-1. Pension Flow Chart

Company contributes
cash to the pension
fund

Company
(Johnson &
Johnson)

Employee

Pension Fund

During working life, employee
contributes service to the company.
After retiring, the employee
collects money from the pension
fund.

Pension fund invests the money
and uses the returns to eventually
pay the employee.
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c. List of assumptions necessary in order to account for retirement plan obligations
The contributions (and therefore accounting) for a defined benefit pension plan
depend on actuarial estimates of the amount of the future obligation (PBO). These
estimates hinge on a wide variety of assumptions, including the expected lives of the
employees, the expected years of the employees’ service, the projected future salaries of
the employees, the amount of benefits each employee will need upon retirement, the rates
of return on the pension fund, and the outside factors that could affect the pension fund’s
return.
2. In general, companies’ pension obligations are influenced each year by four main
types of activities: service cost, interest cost, actuarial gains or losses, and benefits
paid to retirees.
When employees retire, they expect to have earned a certain amount of money
that they can draw from to meet their retirement expenses. Based on estimates from
actuaries, a company computes this amount needed to have available for the employee for
when the employee retires. This amount is the pension benefit obligation (PBO). Every
time an employee works an additional year at the company, this increases the PBO, since
the employee will expect compensation for the additional year worked. This is known as
service cost. Another cost companies must account for each year is interest cost. Like
other long-term liabilities, the PBO incurs interest each year. This interest cost (expense)
increases the overall PBO balance. Whenever an actuary revises its estimates during the
year, the PBO will either increase or decrease, depending on the estimate that the actuary
revised. For example, if the actuary expects that employees will work longer and thus
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expect more benefits upon retiring, the PBO will increase. On the other hand, if the
actuary revises its estimates and thinks that employees will work less, and thus expect
less at retirement, then the PBO will decrease. At the end of each year, the pension fund
pays retired employees. This decreases the PBO, since the employer now needs to fulfill
less of an obligation.
3. Companies’ pension assets are influenced each year by three main types of
activities: actual return on pension investments, company contributions to the plan,
and benefits paid to retirees.
A companies’ pension assets are the amounts that the pension fund manages on
behalf of the company. As investments, the pension assets earn returns each year. The
actual return (what the fund earns) increases the fund (pension assets). Each year, the
company contributes a cash amount to the pension fund, which increases the balance of
the pension assets. When the fund pays out benefits to retirees, the balance of the pension
assets decreases.
4. In general, companies’ pension expense and pension plan assets both have a
“return on plan assets” component. Explanation of difference between two returns.
A companies’ pension expense decreases by the expected return that the pension
plan assets will earn. Companies use the expected return to offset their pension expense
to reduce volatility in that account (referred to as smoothing). The pension plan assets
increase each year by the actual return that the fund earns. The difference that exists
between the expected return and the actual return is allocated to an “other comprehensive
income” (OCI) gain or loss account, depending on whether the actual return was greater
or less than the expected return.
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5. Consider Johnson & Johnson’s pension expense.
a. Amount of pension expense that Johnson & Johnson reported on its 2007 income
statement
In its 2007 income statement, Johnson & Johnson reported $646 million of
pension expense for the year. Johnson & Johnson disclosed the particulars of this amount
in Footnote 13 of its statements.
b. Journal entry to record the service cost and interest cost portion of the 2007
pension expense.
(Numbers in millions)
Dr. Pension Expense

1,253

Cr. Pension Benefit Obligation (PBO)

1,253

6. Consider Johnson & Johnson’s retirement plan obligation.
a. Value at December 31, 2007 with considerations for value and reliability.
In the notes to Johnson & Johnson’s financial statements, the company discloses
$12,002 million as its retirement plan obligation. This amount represents the company’s
pension benefit obligation (PBO), which is the amount needed for employees to draw
from upon their retirement. The PBO presents a reasonable picture of the company’s
projected obligations, but because of the large amount of estimates needed to determine
the PBO, it is not an incredibly reliable number and can change year to year based on
revisions of actuarial estimates as well as actual unpredicted changes (e.g. employees
unexpectedly quit).
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b. Pension-related interest cost for the year and computation of the average interest
rate the company must have used to calculate interest cost during 2007.
The pension-related interest cost for the year is $656 million. To calculate this,
Johnson & Johnson multiplied the beginning pension benefit obligation, $11,660 million,
by the applicable interest rate, which can be calculated as 5.62 percent. This interest rate
does seem reasonable as it lies between the average international and U.S. discount rates
for the year, as disclosed in the table in Note 13 to the statements.
c. Amount of pension benefits paid to retirees during the year and way benefits paid
affect retirement plan obligation and retirement plan assets.
During the year, Johnson & Johnson’s pension fund paid $481 million out in
benefits to its retirees. The fund paid the actual cash—Johnson & Johnson did not. With
the paying of these benefits, Johnson’s retirement plan obligation and retirement plan
assets both decrease.
7. Consider Johnson & Johnson’s retirement plan assets.
a. Value at December 31, 2007, of the retirement plan assets held by Johnson &
Johnson and description of value.
As of December 31, 2007, Johnson & Johnson’s retirement plan assets are valued
at $10,469 million. This amount is less than the company’s pension obligation, so the
fund is underfunded. This means Johnson & Johnson would record a pension liability for
the difference between the plan assets and pension obligation.
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b. Comparison of amount of the expected return on plan assets to the amount of
actual return during 2006 and 2007 with analysis of difference.
In 2006, the actual return on plan assets is $966 million, which is significantly
more than the $701 million expected. In 2007, the actual returns on the pension plan
assets amount to $743 million, which is less than the expected $809 million return. In my
opinion, the actual return more accurately reflects the economics of the company’s
pension expense, as the actual return is the best estimate to be used to offset the period’s
expenses. While expected return may be based upon an accurate prediction at the time, it
does not consider the events that happened during the year, and therefore does not match
the best with the year’s expenses.
c. Amount Johnson & Johnson and their employees contributed to retirement plan
during 2007 with comparison to amount of contributions in 2006.
During 2007, Johnson & Johnson contributed $317 million to the retirement plan
fund and its employees contributed $62 million. In 2006, the company contributed $259
million and employees contributed $47 million.
d. Types of investments in Johnson & Johnson’s retirement plan assets.
According to the footnotes of Johnson & Johnson’s financial statements, the
retirement plan assets are investments in debt and equity securities.
8. Status (underfunded or overfunded) at December 31, 2007 and December 31,
2006 along with location of status on company’s balance sheet.
At December 31, 2006, and December 31, 2007, Johnson & Johnson’s retirement
plan is underfunded. This information appears under the “employee related obligation”
disclosed under Note 5 and Note 13 to the financial statements.
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CONCLUSION
Clearly, Johnson & Johnson’s accounting for pension plans centers on two
objectives: accurately reporting pension expense for the period, and accurately reporting
the pension asset or liability for the period. While this may seem straightforward, a large
amount of estimations along with several different factors all affect the pension accounts.
For example, pension expense alone must consider service cost, interest cost, returns on
plan assets, and the amortization of other comprehensive income. Each of these items
requires its own calculations and estimations. Because of this complexity, a company
must provide extensive disclosures of its intermediate calculations involved in
determining pension expense and a pension asset or liability. As shown by Johnson &
Johnson, companies do this by providing notes and additional tables and reconciliations
in their financial statements. Obviously, estimations can dramatically affect the numbers
that a company will report. By fully disclosing the particulars of these estimates,
companies can help to ensure that users of financial statements will not be misled.
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CASE STUDY ELEVEN: ANALYSIS OF OPINIONS ON FINANCIAL REPORTING
MODELS AND FRAMEWORKS
Center for Excellence in Accounting & Security Analysis
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INTRODUCTION
In order to consistently record the financial details of a company, one must start
with a conceptual framework. Starting with a framework helps to ensure that one builds
statements on a consistent basis and can then compare the statements of many different
companies and gain useful information. Currently, the approach for accounting centers
around an asset-liability or balance sheet structure. This structure emphasizes the
underlying way revenues and expenses affect balance sheet accounts, and therefore
places a great emphasis on matching assets with liabilities when recording transactions.
For this case, I analyzed an article which considered an alternative to the accepted
balance sheet approach. In the article, “On the Balance Sheet-Based Model of Financial
Reporting,” published by the Center for Excellence in Accounting & Security Analysis,
the author argues that the FASB should adopt an income statement approach to a
conceptual framework rather than the balance sheet approach currently in place. By
examining this article and this approach, I not only learned more about the author’s views
and suggested new approach, but I also learned more about the origin of the current
balance sheet approach. By reading and analyzing the article, I gained a greater
understanding of both methods and the driving factors behind each. It also allowed me to
begin to connect concepts that I have learned from textbooks and courses to the financial
framework. As I analyzed the article, I thought about ways in which it impacted my
current way of thinking and how this would affect me in my future career as a public
accountant. Although a conceptual framework may seem superfluous in the technical
field of accounting, it helps to form a base for complicated transactions that can originate
without any precedent.
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SUMMARY
At the start of the article, the author begins to justify the income statement
approach by explaining the origin of the current balance sheet approach. After FASB’s
inception in 1973, FASB faced the challenge of creating an overarching framework for
all companies, which would improve accounting consistency and comparability across
the nation. FASB quickly narrowed its options to two choices—an income statement
approach, where companies focus mainly on changes in revenues and expenses, and a
balance sheet approach, where companies focus mainly on changes in assets and
liabilities. One of FASB’s main points in the determination centered around its definition
of “value,” as it argued that value must consist of physical assets or their opposites—
liabilities—and thus adopted a balance sheet approach. The balance sheet framework led
FASB to use approaches such as fair-value measures for the balance sheet, arguing that
this would better approximate a company’s ability to turn profits. However, the author of
the article disagrees with both the balance sheet framework and fair-value measures, and
instead argues for an alternative: the income statement approach.
Firstly, the author argues that a firm’s general use of assets centers around
generating earnings. Therefore, the main goal of the firm—generating earnings—should
be recognized through an income-statement approach. The author continues the argument
by pointing out that management’s historical concern for its business centers around the
generation of earnings and profits, not the generation of new and additional assets. This
also applies to users of financial statements, who tend to search for projections of
revenues and expenses, not projections of future assets. To continue this argument, the
author points out that the use of assets (particularly property, plant, and equipment) is for
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internal measures to generate profits, and so concludes that the current trend towards fair
value balance sheet analysis does not matter, as the market values of assets held by a
company do not accurately predict a company’s ability to continue operating.
Secondly, the author specifically analyzes FASB’s current definition of assets and
liabilities. The author argues that the “benefits” mentioned in the asset definition clearly
refer to earnings, which would make FASB’s definition of assets circular and selfdefining. While the author acknowledges the inter-dependence of assets and revenues, the
author continues to argue that the focus of companies centers around income and future
revenues, not future assets. Additionally, the rise of intangible assets in the technology
era leads to difficulties in presenting these assets on the balance sheet and accounting for
these assets, which would in turn lead to inconsistencies in basing revenues and expenses
off changes in assets. Thirdly, the author claims that the current balance sheet approach
has created inaccurate predictions and forecasting of earnings. To support this claim, the
author cites various studies that have shown a large increase in the volatility of earnings
over the past forty years.
Lastly, the author discusses the current difficulties that exist when applying the
balance sheet model. The author once again disagrees with the move towards a fair-value
balance sheet approach, believing that these changes in value will not accurately reflect
the position of earnings—the “real” economic activity of the period. Ultimately, the
author concludes by recommending clearer distinctions between operating assets—used
internally for generating profits—and financing assets—used to generate values in the
market. By carrying these distinctions into the financial statements, the author believes
the firm’s profits will be more clearly presented. Similarly, the author strongly advocates
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for a return to the matching principle—matching revenues with expenses—so that the
very basis of a business—earning profit—will be clearly recorded.
ANALYSIS AND APPLICATION
As I read this article, I realized the importance of a conceptual framework.
Clearly, the framework not only provides a basis for simple, day-to-day transactions, but
it also provides a basis that one can use to account for new and unusual transactions that
might arise. Additionally, the framework serves as a base for analysis for audits, as
auditors must check that a company’s financial statements adhere to the matching
principles and guidelines stated in the framework. Along the same lines, without a
framework, comparisons between companies would vary greatly, as no set standard
would form the base for each company’s transactions and therefore financial statements.
Before reading the article, I assumed that the balance sheet framework would best
address the concepts of matching and comparability. However, reading the article
introduced me to consider the income-statement approach, which I had not yet
considered. While some consider the income-statement approach to place too much
emphasis on revenues and expenses, the author forms a solid argument by showing that
the current framework emphasizes irrelevant matching, which would lead to irrelevant
projections of a company’s future earnings. I had never considered the fact that a
company’s assets and liabilities may not accurately reflect changes in revenues and
earnings. My current thinking was especially challenged when the author pointed out that
many companies use most of their property, plant, and equipment assets to generate
revenues internally, so that market valuation (fair value approach) would not effectively
allow financial statement users to project the company’s stability. I had not considered
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this approach before and would agree that adjusting the fair market value of assets used
for internal production may not be needed to show the company’s current standing.
While the current balance sheet approach exists, auditors will need to spend most
of their time analyzing and testing the validity of reported balance sheet accounts. If the
balance sheet approach stays in place until I become a public accountant, I know that
most of my work will require ensuring that for each transaction recorded, the effects on
assets and liabilities are appropriately documented. For example, when recording a lease
transaction, a right-of-use asset account is created next to a lease liability account. This
reflects the matching that occurs in a transaction between assets and liabilities rather than
revenues and expenses. Both the lease liability and right-of-use asset are decreased over
time. This reduces volatility in income by expensing the asset over its useful life (the
period of the lease) rather than in the period of the expense. With the current use of so
many asset and liability accounts, auditors not only need to ensure that these accounts are
appropriately created, but they will also need to ensure that they are properly expensed
over an appropriate time period. A possible challenge in the future of the asset-liability
framework approach will involve determining the appropriate time periods over which to
expense certain intangible assets. For example, what is the useful life of a website
domain? How long will computer software remain useful for a company? Clearly, no
precedent exists for questions such as these as the economy moves towards a more techbased market. As an accountant who will be working in the new technology era, I know
that questions such as these will certainly arise during my career. Assuming the balance
sheet approach still exists, I will need to carefully determine the best way to reflect asset-
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liability matching while expensing the assets and liabilities over appropriate time periods
so that income is not over or under stated.
If FASB switches to more of an income-statement based approach by the time I
start my career, I will be involved in focusing heavily on the matching of revenues and
expenses on the income statement rather than the assets and liabilities shown on the
balance sheet. This approach would require each revenue and expense account to be
analyzed to ensure that revenues are not overstated in the current period in order to
increase net income. Additionally, the approach would require the use of additional
disclosures and notes on the income statement to clearly define the sources of the
accounts. While this approach may help to more accurately predict the future earnings
and expenses of a company, it does not show as complete of a picture as does the balance
sheet approach. For example, a balance sheet shows the future outstanding obligations of
a company, while an income statement only shows the settlement of a company’s
liabilities in one specific period. This could lead a large net income amount in one year,
but an unprecedentedly low net income in the following year due to liabilities such as
accounts payable that need to be settled. Working in an income-statement environment,
an auditor will not only need to carefully evaluate a company’s transactions on the
income statement but will also need to include significant notes so that investors will not
be misled in the amounts of expenses expected for the following year. Just as the current
balance sheet approach requires disclosures stating the specifics of each account, an
income statement approach, if adopted, will require very similar treatment. While each
approach may seem starkly different, when accounted for properly, each approach will
need the same amount of judgments and disclosures.
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CONCLUSION
Throughout this case, my thinking on the current financial framework was
challenged. Although each framework approach seems incredibly different, I believe that
ultimately each approach offers something that the other approach does not. A balance
sheet approach emphasizes a company’s future obligations and thus an overall picture of
the company’s future health, but it may not offer the best basis for forecasting future
earnings and revenues. An income statement approach offers a better basis for the shortterm prediction of revenues, but it may involve the overlooking of a company’s future
obligations. In both approaches, significant disclosure is needed in order to ensure that
future investors will not be presented with information that is misleading. Clearly, no
“one solution fits all” exists for a financial framework. No matter what approach FASB
picks, issues will always need to be addressed.
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CASE STUDY TWELVE: EARNINGS ANNOUNCEMENTS AND INFORMATION
ENVIRONMENT
Google Inc.
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INTRODUCTION
While the SEC requires publicly traded companies to issue financial statements at
regular intervals (usually quarterly), companies often opt to release additional
information and statements regarding their earnings for the quarter. These statements
typically do not correspond with GAAP (Generally Accepted Accounting Principles). As
these statements do not adhere to GAAP guidelines, companies must include a
reconciliation from GAAP amounts to the non-GAAP amounts, along with a statement
that explains management’s reason for releasing the non-GAAP numbers. Many
companies believe that releasing these earnings allow investors to view the company
from management’s perspective. While studies do show that some adjusted earnings can
help to predict future earnings by eliminating transitory items, most critics of the adjusted
earnings approach argue that the adjusted earnings approach leaves out important
information and can smooth over previous losses. Similarly, many argue for adjusted
earnings releases in order to increase comparability for companies—but proponents of
GAAP argue that financial statements produced using GAAP present the most
comparable information. While these adjusted earnings statements may seem
unimportant, the numbers released can drastically impact a company’s standing as
investors react to the numbers and thus affect the company’s stock price. Additionally,
the choice to release non-GAAP earnings requires significant effort for a company to
justify and then reconcile the non-GAAP release. As the FASB requires this
reconciliation, auditors must verify the information contained in it. In this case, I
analyzed Google’s earnings statement release in the fourth quarter of 2013 and how this
release affected Google’s stock price. Clearly, the release of an earnings statement not
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only affects a company, but it affects auditors and external financial statement users as
well. Hopefully, by ensuring a solid reconciliation between GAAP and non-GAAP
numbers, users of financial statements will not be misled.
1. Based on excerpts of the press release titled “Google Announces Fourth Quarter
and Fiscal Year 2013 Results” and consideration of the table that reconciles GAAP
measures to the non-GAAP measures, an explanation of the difference between
GAAP net income and the non-GAAP equivalent.
As part of Google’s presentation of GAAP income and non-GAAP income,
Google included a table that reconciled the movement between the two types of income.
The table detailed the elimination of five main expenses: stock-based compensation
expense, restructuring and related charges, income tax expense related to each of those
areas, and a loss from discontinued operations. While Google did clearly present the
differences between the two types of income, I do not agree that Google needs to present
its non-GAAP earnings. Each expense that Google eliminated clearly did affect Google’s
income for the period as Google did need to settle each of the expenses. For example,
Google chose to offer stock-based compensation; therefore, there should be no reason for
Google to eliminate an expense that it selected to incur. Google also selected to
restructure. This clearly incurred related costs, which it should have expected for the
period. Similarly, income tax expenses related to each item will eventually need to be
paid, so it does not make sense for Google to eliminate the charges. Lastly, a loss from
discontinued operations could significantly affect Google’s operations as well as cash
flows, so once again no reason exists to eliminate that loss.
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2. Referenced stock-market charts for Google for the period January 1, 2013,
through February 14, 2014.
a. Comparison of Google’s fiscal 2013 earnings performance with movement in
Google’s stock price over 2013.
According to the stock market charts, the release of Google’s fiscal 2013 earnings
caused an overall increase in Google’s stock price. In Quarter 2 and Quarter 4, the release
of Google’s earnings caused a slight drop in the stock price followed by a climb. After
the release of earnings from Quarters 1 and 3, the stock climbed. Google’s stock ended
the year with an increase from $707 per share to $1,120 per share. This overall increase
aligns with the increase in 2013 net income to $12,920 million from 2012’s $10,737
million.
b. Comparison of Google’s 2013 stock price performance with the performance of
the broader set of firms trading on the NASDAQ exchange (NASDAQ index).
Google’s stock price tends to rise and fall when the NASDAQ rises and falls over
2013. However, Google’s overall stock price remains much higher than the NASDAQ
average for nearly the entire year. Only at two points—January and October—did
Google’s price slightly drop below the NASDAQ average.
c. Based on the stock market chart, market perception of the earnings news in
Google’s press release dated January 30, 2014.
Based on the stock market chart, the market perceived the earnings news in
Google’s press release as “good news.” While there is a slight dip in the price, it overall
moves higher and ends much above the NASDAQ average.
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3. Referenced Wall Street Journal article from January 30, 2014 titled “Google
Reports Higher Profit.”
a. Analysis of how Google’s fourth quarter revenue and earnings compared to the
consensus analyst forecasts at the time of earnings press release and consistency of
relations with the positive stock market reaction following press release.
According to the article, Google’s fourth quarter revenue at $16.9 billion
exceeded analysts’ expectations of $16.8 billion. However, Google’s adjusted earnings
per share of $12.01 did fall short of the analysts’ prediction of $12.20 per share. Overall,
the article lauded Google’s growth and increases in its revenues and its cash balance.
These relations and increase are consistent with the positive stock market reaction
following the release, when stock prices rose by a 2.6 percent overall increase.
b. Factors the article discusses that might contribute to the market’s positive
reaction to the earnings press release and how these factors might cause investors to
be concerned about Google’s recent performance.
The article discusses not only increases in Google’s revenues and cash on hand
but also Google’s increased app sales, capital expenditures, and hiring of additional
employees. The only thing that may cause investors’ concern is the decrease in revenuesper-click on Google’s ad software. However, overall total revenues from clicks increased,
and the article discusses Google’s solution of more image-based ads, which seem to be
taking off after introduction.
CONCLUSION
While this case discusses the motivations for releasing adjusted earnings
statements, it also shows that companies do not really need to release these statements.
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Many times, companies exclude items that have no reason for being excluded, such as
stock-based compensation expenses—expenses the company specifically selected to
incur. However, many companies still opt to issue adjusted earnings statements in order
to provide “management’s perspective” of the company’s operations, a decision which
not only creates additional work for the company internally but also creates additional
work for external auditors who must then verify the reconciliation between the GAAP
and non-GAAP earnings. Despite the additional work required, many companies still
decide to present adjusted earnings, which illustrates the high-risk, high-reward impact of
these issuances. Adjusted earnings significantly below or above the expectations of
analysts could respectively impact the stock price of a company either extremely
negatively or extremely positively. In this specific case, Google’s continued positive
earnings reports throughout 2013 clearly helped to contribute to the rise of Google’s
stock price during the year. At the end of the day, each company must weigh the risks
and benefits of non-GAAP earnings releases and determine if they are willing to issue the
statement. Thankfully, the FASB-required reconciliation will help investors and users of
financial statements to receive complete information so that they will not be misled by a
heavily adjusted earnings report. Ultimately, full disclosure requirements such as these
allow companies to retain their autonomy in releasing earnings statements but provide an
important safeguard for the users of financial statements.
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